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FOREWORD 





One of the most important legislative measures designed to aid 
small business is the Small Business Investment Act of 1958. In 
this legislation, the Congress sought, among other purposes, to en- 
courage the formation of privately owned and aud investment 
companies which would provide long-term debt and equity-type 
capital to small business concerns. 

Indicative of the widespread interest shown in this act was the 
briefing session held by the American Management Association, a 
cooperative nonprofit society, in New York City on December 1 and 2. 
Under the sponsorship of the AMA, several hundred businessmen and 
Government officials gathered to discuss and analyze the technical 
aspects of this measure. 

The Committee on Banking and Currency and the Small Business 
Committee have received a number of requests for the materials 
presented at this meeting. It is believed that many others will find 
the proceedings of interest. We have, therefore, made it available 
for distribution in the form of a complete transcript of the meeting. 

In addition, this committee print contains the text of the Sma 
Business Investment Act, the relevant provisions of the 1958 Tax 
Act, and regulations issued by the Small Business Administration 
and the Securities and Exchange Commission pursuant to the Act. 

In doing so, the committees wish to express their appreciation for 
the timely cooperation and interest of the American Management 
Association. 

J. W. Fu.sricut, 
Chairman, Senate Banking and Currency Committee. 


JOHN SPARKMAN, 
Chairman, Senate Select Committee on Small Business. 
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PROGRAM 


New York, N. Y., December 1, 1958. 


Tue SmMautu Business INvestmMeNT Act or 1958 


Chairman: Walter B. Stults, staff director, United States Senate Select Committee 
on Small Business, Weshington, D. C. 
Associate Chairmen: William Elfers, vice president, American Research & Devel- 
opment Corp., Boston, Mass. 
SCHEDULE 
Monday, December 1, 1958: 

9:30-10 a. m.: Introduction. Speaker, Walter B. Stults, chairman. 

10-10:45 a. m.: Presentation: The Unfulfilled Needs for Long Term Credit 
and Capital. Speaker, Hon. John Sparkman, United States Senator, 
Alabama; chairman, Senate Select Committee on Small Business, Wash- 
ington, D. C. 

10:45-11:15 a. m.: Discussion. 

11:15-12 noon: Presentation: The SEC Looks at Small Business Investment 
Companies. Speaker, Hon. Edward N. Gadsby, Chairman, Securities and 
Exchange Commission, Washington, D. C. 

12—12:30 p. m.: Discussion. 

2-4 p. m.: Panel discussion: What Public Law 699 Can Mean to You— 

As a Commercial Banker. Speaker, Harold G. Olson, assistant vice 
president, Northwestern National Bank of Minneapolis, Minneapolis, 
Minn. 

As an Investment Banker. Speaker, Robert E. Linton, partner, Burn- 
ham & Co., New York, N. Y. 

As an Individusl Investor. Speaker, Charles M. Noone, tax counsel, 
Danzansky & Dickey, Washington, D. C. 

As a State or Local Development Company. Speaker, Charles R. 
et chairman, New York Business Development Corp., Buffalo, 


4—5 p. m.: Discussion. 
Tuesday, December 2, 1958: 
9:30-11:30 a. m.: Presentation: How the SBA Will Administer the Small 
Business Investment Act of 1958. 
Speakers: 

Hon. Wendell B. Barnes, Administrator, Small Business Administra- 
tion, Washington, D. C. 

Arthur E. Long, regional director, Small Business Administration, 
New York, N. Y. 

Philip McCallum, General Counsel, Small Business Administration, 

Jules Abels, Director, Office of Economic Adviser, Small Business 
Administration. 

Ralph Farnum, Acting Director in charge of Investment Division, 
Small Business Administration. 

Leonard J. Ralston, Assistant General Counsel, Legal Investment 
Division, Small Business Administration. 

Lauren B. Hart, Chief, Loan and Investment Servicing Section, 
Investment Division, Small Business Administration. 

Bernard D. Cahn, attorney, New York, N. Y. 

11:30-12:30 p. m.: Discussion. 

2-2:45 p. m.: Presentation: The Current Tax Status of the Small-Business 
Man and the Newly Authorized Investment Companies. Speaker, James 
N. Kinsel, Technical Planning Division, Internal Revenue Service, United 
States Treasury Department, Washington, D. C 

2:45-3:15 p. m.: Discussion. 

3:15-4 p. m.: Presentation: The Potentialities and Pitfalls of Financing 
Small Enterprises. Speaker, C. Wrede Petersmeyer, partner, J. H. Whitney 
& Co., New York, N. Y. 

4-4; 30 p. m.: Discussion, 

4:30-5 p. m.: Chairman’s summary and conclusions, 











BRIEFING ON THE INVESTMENT ACT 


DECEMBER 1, 1958 


Unitep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, AND 
SeLect CoMMITTEE ON SMALL BUSINESS. 


STATEMENT OF S. CHARLES BLEICH, MANAGER, FINANCE DIVI- 
SION, AMERICAN MANAGEMENT ASSOCIATION, NEW YORK, 
N. Y. 


Mr. Buertcu. Good morning, ladies and gentlemen. My name is 
Charles Bleich. I am the manager of the American Management 
Association, finance division, under whose auspices this particular 
meeting is being held. On behalf of the American Management As- 
sociation, I would like to welcome you all to our briefing session on the 
Small Business Investment Act of 1958. 

I think you are all to be congratulated at running the obstacle 
course of the Thanksgiving weekend, the airline strikes, the snow, the 
rain, the sleet, and the cold, and manage to get here anyway. e 
turned a little white at the prospect of this series of hurdles and didn’t 
have the remotest idea how many people would actually get here, but 
we are much gratified and we hope you will be, too, at the fact that 
so many of you were able to make it despite all of the built-in 
handicaps. 

Might I see a show of hands as to how many of you ladies and 
gentlemen may have attended an AMA function within the past 
couple of years? 

(Show of hands.) 

Mr. Bueicu. Just a word as to what the American Management 
Association is and an idea as to the magnitude of our program. 

The American Management Association is a nonprofit educational 
institution dedicated to the training of executives from industry and 
various sectors of the economy to do their job more efficiently. The 
AMA has been in existence for some 35 years, and has shown a con- 
sistent pattern of growth over those years. 

To give you an idea of the magnitude of the AMA operation, if one 
had taken a head count of all of the persons who had been in attend- 
ance at all the AMA functions that took place during calendar 1957, 
one would have hit a total close to 80,000. The total number of 
people were involved in over 1,000 individual meetings in the course 
of the year, some of which were of the conference variety, which was 
a larger type group than the one you are engaging in now. Many of 
them were what we would call orientation seminars or workshop 
seminars, which were smaller groups than the kind you fellows are 
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participating in for the next couple of days. But 80,000 people and 
900 meetings in 1 year is quite a number of both. 

Just a couple of words as to the procedure that will govern the next 
2 days. 

The hours will be from 9:30 until 12:30 each morning. We will 
start a bit more promptly tomorrow morning: noggin, 
in fact—than we have this morning, 9:30 to 12:30. At 12 30 we will 
break for lunch. We will eat lunch as a group in the Crystal Room, 
which can be entered through this door in the center part of the room, 
to my right. The luncheon break will go on until 2 o’clock, which 
will give you all a chance to make whatever phone calls you have to 
make after the luncheon period. We will reconvene here promptly 
at 2 o’clock. The session will continue both today and tomorrow 
until 5 in the afternoon. 

The questioning procedure will be the following: With the excep- 
tion of the first morning, this morning, we will not have any questions 
directed to the speakers until after all speakers in each afternoon or 
morning program have made their presentations. This morning we 
will diverge from that pattern and there will be a question period 
following Senator Sparkman’s presentation and a separate question 
period following Commissioner Gadsby’s presentation. 

The questions will be in writing. Although we all hope, AMA 
and the speakers both, that you will be as candid and as direct and 
as probing in your questions as you possibly can be—they are in 
writing only because of the unwieldiness of doing it and other way 
with a group of this size. 

You will notice toward the latter part of each presentation that 
there will be 2 or 3 attractive young ladies walking up and down the 
aisle. Their function, in addition to providing moving scenery, 
will be to pick up the written questions from you folks. Those 
questions will be referred to our assistant chairman, who will screen 
them through for duplications, and, after the presentations are con- 
cluded, our chairman will then direct the questions that have been 
sent up by you ladies and gentlemen to the particular speaker or 
speakers to whom they are addressed. 

For those of you who had an opportunity to go through your 
seminar notebook, you undoubtedly have noted that, in addition 
to an outline schedule of the 2-day meeting, there is also a tentative 
registration list. That list is tentative, in solid capitals. It reflects 
perhaps 40 percent of the number of people who have actually 
registered for this briefing session. 

Some time before tomorrow noon,.in all likelihood, we will have for 
distribution to you all a complete registration list that will reflect the 
actual list of all of you who are in attendance some time or other 
today. 

A word as to messages: You are all busy people and important 
people in your own worlds If you do receive messages in the course 
of the next 2 days, they will be posted on a blackboard outside the 
entrance door through which you came this morning so that at the 
stretch breaks and at the conclusion of each half-day’s session, you 
will have an opportunity to pick up your messages from the 
blackboard. 


I think that about covers all I have to say, with two additions. 
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First of all, I have been given to understand that there are efforts 
taking place at the moment which would—which might lead to the 
organization of a trade association of small business investment com- 
panies. I don’t know this to be a fact, but I have been given to 
understand that that is the case. I wanted to make it abundantly 
clear to everyone in the group that such efforts at organization have 
no relationship at all to the American Management Association or to 
this session. As they say in the movies and in the flyleafs on books, 
I guess, this is “tate coincidental, and in this case it happens to be. 
We are not taking a position, of course, as to whether such an asso- 
ciation is or is not called for under the circumstances. All I would 
like to make clear is that it is not an AMA activity. 

So much for the specifics. 

As you all have noticed from having read your program outline and 
the announcement which went out in advance of this meeting, we 
are abundantly blessed for this 2-day session with a wealth of eminent 
talent in this Reld. It would be difficult, at least to my judgment, for 
us to get a better qualified group of speakers to cover this subject 
anywhere in the United States. So, we feel greatly honored at the 
caliber of the people we have on the program. 

Similarly, for our leadership for the session—our assistant chair- 
man for the next 2 days will e Bill Elfers, who is vice president of 
the American Research and Development Corp., in Boston, which, 
as many of you probably know, has had a significant history of financ- 
ing activity, in connection with small enterprises, long before this new 
legislation came into being. 

As our chairman for the next 2 days, we have Walter B. Stults, 
staff director of the Senate Select Committee on Small Business, who 
has been involved in the birth, development and eventual execution 
of Public Law 85-699. Mr. Stults has been with the Small Business 
Committee since 1950 and has been staff director since 1954. 

It is a great pleasure at this point to turn the meeting over to your 
chairman for the next 2 days, Walter Stults. 


STATEMENT OF WALTER B. STULTS, STAFF DIRECTOR, SELECT 
COMMITTEE ON SMALL BUSINESS, UNITED STATES SENATE 


Mr. Srutts. Good morning, ladies and gentlemen. If I am a 
little nervous this morning, it is because the staff director of the 
Senate Small Business Committee seldom has an opportunity to see 
so many big businessmen in front of him. Neither does a staff man 
often have the opportunity and the privilege of introducing the man 
for whom he works and other high Government officials. 

On August 21 of this year, just 4 days before the lively 2d session 
of the 85th Congress was to be buried in the dusty pages of history by 
adjournment, a bill, which was, perhaps, deceptively titled ‘The 
Small Business Investment Act of 1958” became the law of the land. 
Thus, by the simple mechanism of legislative enactment, a new 
Federal program was born. Who, at that time, or, indeed, who now 
can predict with assurance the influence which this pioneering small- 
business program will have on our national economy? 

Yet, with assurance it may be said that rarely has an infant act 
become the center of national attention in so short a time. If the 
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number of readers of the statute may be taken as an accurate indica- 
tion, it is obvious that Congress has written a best seller. ‘“Swamped”’ 
would. perhaps, be the best way to describe the offices of the Senate 
Small Business Committee for the past 3 months. We have been 
inundated with requests for copies of the new law; and the public, 
heavily represented by lawyers, academicians, bankers, investment 
counselors, promoters, crackpots, and just plain businessmen, have all 
seized on the text of Public Law 85-699 as though it and it alone 
provided a panacea for the ills and a remedy, a guaranty, for the 
future of the American small-business man. 

There has been at no time any doubt as to the intent of Congress in 
passing this legislation: to alleviate a serious financing gap hindering 
many qualified small-business men. And it does that by making 
available more long-term credit and equity capital. 

On the other hand, there has been a large measure of doubt about 
the means to achieve this almost universally accepted end. One 
business magazine sees small-business investment companies as @ new 
outlet for smart money, and it sends its reporters sleuthing around 
Washington, trying to smell out those gimmicks which have set off 
the new Klondike gold rush. Simultaneously, I received a letter 
from a businessman who has maintained a close and continuing interest 
in the capital bank idea. He wrote me that what it took Congress 
8 years to achieve it has taken the bureaucrats only 8 weeks to scuttle. 

For the next 2 days, we are to have the privilege of hearing from a 
group of men, professors, if you will, who will give us students of the 
new law the basis on which we may appraise its true potentialities. 
Speaking personally, I wish to congratulate the American Manage- 
ment Association for the imagination it showed in setting up this 
briefing session for its outstanding success in getting the very best 
people to present the papers. I am certain that everyone here will 
find the hours well spent. The registrants will receive first-hand 
instruction from those who must administer the law and from those 
who are planning to operate under it. 

For those of us on the platform, it should be equally valuable. 
The representatives of the executive branch of the Government 
will benefit by listening to the questions and learning what puzzles 
those of you who hope to organize investment companies. The repre- 
sentatives of the legislative branch will gain considerable insight 
through the same process. 

As you know, this morning we will hear from two outstanding 
figures in Washington officialdom. Our first speaker will address 
himself to the events leading up to the passage of the Small Business 
Investment Act. In presenting this legislative history, he will touch 
upon the various surveys undertaken during the past 15 or 20 years 
which have demonstrated the nature of the financing problems facing 
many small businesses. 

No one in the United States is situated more strategically to influ- 
ence the economic policies of our country than this first speaker. No 
only has he served as chairman of the Small Business Committee for 
6 of the 8 years that it has been in existence as a permanent com- 
mittee of the Senate, but he has also been a ranking member of the 
Congress’ Joint Economic Committee for some 10 or 11 years, and 
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resently serves as that committee’s vice chairman. Furthermore 

he has achieved high seniority on the important Senate Banking and 
Currency Committee and serves as that group’s chairman of the 
Housing Subcommittee. 

Obviously, this man requires many hats to cover his various official 
congressional duties; and I have not even mentioned his outstandin 
work on the Foreign Relations Committee, nor his chairmanship o 
the European Affairs Subcommittee. 

During the past 8 years I have been privileged to work under the 
direction of our first speaker. While I have been continually amazed 
at his ability to fill so capably these many exacting roles, I have been 
even more impressed by his keen interest in small-business problems. 
I have found that he has a quick grasp of the nature of those prob- 
lems, and he is willing to spend the amount of time required to assist 
any businessman from any State in the Nation. Literally thousands 
of them have found an attentive ear, a helpful hand, in their 
approaches to this man. 

Now, each of you in your books has a biography of each of the 
speakers, so, throughout the 2 days, I shall not give you a detailed 
biographical sketch. 

But just one thing I might mention—and I would like to share a 
little bit of intelligence with you. As you know—and, since this is 
1958, you have occasion to know better than usual—the ordinary man 
finds it fairly difficult to get himself elected to Congress, either to the 
Senate or to the House of Representatives. Now, this first speaker of 
ours today is the only man in history who was elected to both the 
Senate and the House of Representatives on the same day. This 
ought to give you some idea what kind of a man he is. 

It is a distinct pleasure to be permitted to introduce to you the 
Senator from Alabama, John Sptateneen. 


STATEMENT OF SENATOR JOHN SPARKMAN, A UNITED STATES 
SENATOR FROM THE STATE OF ALABAMA 


Senator SpPARKMAN. Thank you, Walter Stults. 

Mr. Gadsby, distinguished guests, ladies and gentlemen of this 
conference, I think probably I ought to give you a little explanation, 
based on what Walter just said about my being elected to both the 
House and the Senate in the same election. That was true. I 
wasn’t being selfish. [Laughter.] It just happened that way. I 
had been nominated to the House in the spring for reelection. Later, 
Senator Bankhead died and a special primary was held and I entered 
that primary and won it. There wasn’t time to hold another primary 
to get somebody to replace me on the House ballot, and I couldn’t 
afford to take my name off the ballot because, believe it or not, a 
Republican had qualified against me. And you know that it wouldn’t 
have done for me to let a Republican come into that seat. Therefore, 
I had to do it in self-defense. 

I am glad to have this privilege of being with you this morning, and 
I am pleased to take part in this conference of the American Manage- 
ment Association, which has been called for the specific purpose of 
discussing the Small Business Investment Act of 1958. 
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Tse Unrittep Nreps or SMALL Business ror Lone-TerM CREDIT 
AND CAPITAL 


This is a topic in which I have a deep and abiding interest. As a 
matter of fact, I have been an active sponsor of this proposal to estab- 
lish small-business investment companies since 1950 when I joined 
with three other Members of the Senate in introducing the first bill 
to set up such companies. 

Since that time I have become increasingly convinced of the need 
for legislation to help meet the financing requirements of small busi- 
ness. Needless to say, it was a source of deep satisfaction to me when 
we finally succeeded in obtaining the passage of this legislation 
this year. 

Convinced as I am that this act is one of the great achievements 
of the Congress on behalf of the promotion of small business and our 
free-enterprise system, I am proud that I was privileged to play a 
role in its enactment. So, when I say I am pleased to be here, you 
can be assured that I mean it sincerely. 

I also wish to commend the American Management Association for 
holding a conference on this timely and important topic. The nation- 
wide interest which has been shown in the legislation has exceeded our 
expectations. And I know that this briefing session is going to prove 
of immense value and interest to all participants. 

I have been asked to speak this morning on the subject of the unfilled 
needs of small business for long-term credit and capital. 


ECONOMIC GROWTH 


In order to evaluate properly the financing needs of small business, 
I think we should pause for a moment to consider the advances in our 
economy in the past two decades. The growth has been tremendous. 
This rapid rate of growth has brought with it new and challenging 
opportunities to small business, but also it has brought with it new 
and challenging opportunities to small business, but also it has brought 
with it new and serious problems. This economic activity we have 
been experiencing has required an enormous increase in both the 
quantity and quality of the productive plant and equipment of the 
country. And, with such an increase, the financing needs of small 
businesses have grown correspondingly. To illustrate this rate of 
expansion, I want to read to you some statistics comparing the prewar 
year 1939 with 1957: 

The gross national product, which includes expenditures for goods 
and services plus domestic and foreign investment, rose from $91 billion 
in 1939 to $440 billion in 1957. 

Industrial production rose by 146 percent. 
ae construction expenditures increased from $8 billion to $49 

ion. 

Sales of manufacturers, wholesalers and retailers increased from 
$146 billion as of 1940 to $676 billion in 1957. 

Income of business and professional people jumped from $7 billion 
to $31 billion. 

And corporate profits rose from $6 billion to $43 billion; even after 
allowing for taxes, profits more than quadrupled. 
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The question for our consideration is whether adequate sources of 
financing exist to permit small business to take part in this economic 
growth to a degree which we would desire. 

And I am concerned not only with the economic side of the question. 
I believe that a very basic political factor is also involved. I do not 
wish to see our great country’s economy ever dominated by a relative 
handful of giant corporations, because in such a climate the political 
freedom which we enjoy cannot long survive. One of the strongest 
bulwarks of a free society is that there be a great many businesses in 
open competition and that these businesses be operated by men who 
are truly independent agents in a position where they may, without 
fear of repercussions, speak their own minds, depict their own thoughts 
and develop their own personalities. 

Bigness is, of course, necessary in many of the basic industries, such 
as steel, chemicals, and auto. But, granted this, I do not accept what 
I consider to be the cynical attitude of some business observers that 
small business no longer has any worthwhile and legitimate place in the 
economy. It is my opinion that small business has a real and vital 
contribution to make at the manufacturing level and also in the whole- 
sale, retail, and service trades. 


CONCENTRATION IN MANUFACTURING 


May I make it clear that I do not wish to appear as an alarmist. 
I do not take the position that small business is on the way out. There 
is too much evidence to the contrary to warrant such a charge. But 
I am frankly concerned at certain evidence which indicates a trend 
toward concentration and demination by large corporations—par- 
ticularly in manufacturing. 

Since 1950, for example, large manufacturing corporations have 
steadily been outdistancing their smaller competitors both in terms of 
sales and profits. And this trend is continuing. Here is what 
Fortune Magazine had to say in its July 1958 issue: 


* * * 1957 * * * was a much better year for the 500 largest industrials than it 
was for the host of smaller companies. While the 500 increased sales by 8 percent 
and profits by 1.4 percent in 1957 all other industrial firms suffered an aggregate 
decline in sales of nearly 1 percent and their profits fell more than 15 percent. 
The 500’s share of total industrial sales rose from 53.3 percent in 1956 to 55.3 
percent last year; they accounted for 71.4 percent of all manufacturing and mining 
company profits, compared to 67.5 percent in 1956. 

Just as the 500 industrials far outshone the rest of industry in 1957 so the 50 
biggest in turn outperformed the rest of the 500. Of the 500’s total increase in 
sales of $14 billion, the top 50 companies aceounted for $9 billion. Net profits of 
the 50 largest industrials were up $381 million (6 percent), while the rest of the 
500 had a decrease of $226 million (4.4 percent). * * * 


As an indication of the trend toward concentration, the figures show 
that as of 1951, 47 percent of all manufacturing corporation assets 
were in the hands of corporations having more than $100 million in 
assets; by 1956—only 5 years later—59 percent of all such assets 
were in the hands of corporations of this size. 

Also, from 1952 to 1957 the number of manufacturing firms declined 
by 20,000. 

I am convinced that the drop in the number of manufacturers and 
the growing concentration in industry are related to the inability of 
small businesses to obtain adequate financing. 
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It is not only in manufacturing, of course, where there is an unfilled 
need for credit and capital, but I do believe that the greatest portion 
of this unfilled need is to be found in manufacturing industries. 


TYPES OF FINANCING 


It might be well to consider small-business financing in its four basic 
forms: (a) Short-term credit, where the maturity of loans is less than 
1 year; (b) intermediate-term credit, with maturities of from 1 to 5 
years; (c) long-term credit, anything over 5 years maturity; and (d) 
equity capital. 

SHORT-TERM CREDIT 


There appears to be no serious lack of short-term credit. Such 
funds are available from a variety of sources and in quite adequate 
supply. The principal sources are commercial banks, large manu- 
facturing and wholesale suppliers, finance companies and factors. 

Commercial banks are the largest single institutional suppliers of 
funds to small business. While banks make both short-term and in- 
termediate-term loans, the predominate portion of their business- 
loan portfolios is short term. Federal Reserve member banks as of 
late 1957 had outstanding 685,000 individual small-business loans, 
involving $6.9 billion. 

In a period of tight money, however, when demands for bank credit 
exceed the supply of funds at hand, small businesses do not fare as 
well as do large businesses. A study by the Federal Reserve on bank 
loans to business during the recent tight-money period of 1955-57 
is revealing on this point. It showed that bank loans to large busi- 
nesses expanded much more in dollar volume than loans to smaller 
businesses. Also, loan growth was greater for industries in which 
large businesses are predominant than for industries in which medium- 
size and small businesses are relatively important. 

The figures are most interesting. For example, loans to businesses 
with assets of more than $100 million increased in dollar value by 66 
percent in this 1955-57 period. Loans to borrowers in the $25 million 
class increased by 51 percent. Loans in the next 3 smaller asset 
classes—ranging from $250,000 to $25 million—rose between 21 and 
25 percent. Loans to firms in the $50,000 to $250,000 classification 
enly climbed 17 percent. And loans to businesses with assets of under 
$50,000 actually dropped by 3 percent. 

Not only did the smaller businesses fare less well than larger firms 
in terms of total dollars lent, but they also fell behind in terms of the 
average size of loans obtained. While small businesses had an actual 
decline in the size of their loans, the largest corporations increased 
the size of their bank loans by 55 percent. 

It seems to me that these figures should lay to rest once and for 
all the claim that in a tight-money period small business is not 
adversely affected in obtaining bank credit. 

Another important source of short-term credit is trade receivables. 
This is probably the largest and most important type of short-term 
credit to small business. As of late 1957 the total of trade receivables 
less the trade payables of all nonfinancial corporations approached $25 
billion. This high amount of credit was extended in large part to 
small unincorporated businesses. 
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Finance companies and factors are also sources of short-term credit. 
They had an estimated $3 billion of short-term credit outstanding 
to small businesses in late 1957. This form of credit—which has 
grown significantly in recent years—is provided on the basis of a 
firm’s accounts receivable. It is particularly adapted to the needs of 
smaller businesses in manufacturing and wholesale trade. 


INTERMEDIATE-TERM CREDIT 


Turning to intermediate-term credit, there has been in recent years 
a significant increase in the volume of such funds available to small 
businesses. Commercial banks have been granting more and more 
loans with maturities of 1 to 5 years. Statistics show that as of 1957 
over a third of bank loans to small firms were intermediate-term and 
totaled some $2% billion—more than a threefold increase since 1946. 

Finance companies also serve as an important source of such funds. 
As of 1957 such companies had outstanding about three-quarters of a 
billion dollars of intermediate-term equipment financing to small 
businesses. 

Various business loan programs of the Federal Government have 
also played a role in providing intermediate-term credit to small 
firms. I am referring to the Reconstruction Finance Corporation, to 
the working-capital loans made by the Federal Reserve banks under 
section 13b, to the Veterans’ Administration guaranty of business 
loans to veterans, to the V-loan program in connection with defense 
eed and to the present business-loan program of the Small 

usiness Administration. One of the characteristics of all these 
governmental loan programs has been that they have provided, 
primarily, medium-term working-capital loans. The average ma-~ 
turity of SBA loans has been only 5 years, although, under the law, 
such loans may have a maturity of up to 10 years. 

Government loans to small business, measured quantitatively, have 
not been too significant. The combined loan and commitment total 
outstanding for SBA and VA as of the end of 1957 amounted to only 
. oe of the small-business loans outstanding by Federal Reserve 

anks. 

However, there is little doubt that Government loan programs have 
been a major factor in encouraging commercial banks to make more 
term loans. 

LONG-TERM CREDIT 


Moving to the area of long-term credit, we find that funds available 
to small business are much more limited. The main purpose of long- 
term loans is to purchase durable equipment and to acquire other 
fixed assets. For the most part, long-term credit to smaller firms is 
limited to real-estate mortgage financing as provided by commercial 
banks and life insurance companies. The funds advanced by such 
institutions, however, are relatively small. 

Long-term bank loans to businesses with assets of under $250,000 
totaled only $1.3 billion out of a total of $7.7 billion in business loans 
outstanding as of October 1957. Two-thirds of the amount of long- 
term loans went to businesses with assets of over $5 million. 

Insurance companies generally invest their funds in Government 
securities, corporate bonds, and real-estate mortgages. Small business 
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receives only a minor portion of insurance-company funds. It is 
estimated that in 1956 life-insurance companies lent to small businesses 
from $100 million to $200 million, out of a total volume of well over $5 
billion in business loans made that year. 

As one might reasonably expect, the amount which life-insurance 
companies lent to small businesses by way of bond issues is insignifi- 
eant. In 1956 only 0.2 percent of the amount of business and indus- 
trial bond investments by insurance companies went to businesses 
having assets of less than a million dollars. The bond market is 
simply not a practical avenue of approach for small firms in need of 
long-term debt financing. Bond issues of small businesses are both 
costly and difficult to sell. 


EQUITY CAPITAL 


And now I turn to the final form of financing to be considered— 
outside equity capital. It is important to emphasize that the majority 
of small businesses do not need or desire venture capital. In large 
measure the need for such capital is limited to manufacturing. And, 
while manufacturing firms represent a relatively small percentage of 
total businesses, they are of utmost importance in terms of our eco- 
nomic growth. 

The main source of external equity capital for small business is 
through direct negotiations with individuals and organizations. 
Friends and relatives furnish a rather small portion of venture capital 
in the case of small-business formations. The major source of such 
capital obtained through direct negotiations is the wealthy individual 
who is looking for a promising situation where the possibility exists 
for substantial growth which may be realized in the form of capital 
gains, 

The public sale of stock is not possible for many small businesses. 
First of all, the costs involved in small stock flotations are prohibitive. 
Secondly, most investment bankers are not even willing to consider a 
stock issue of less than $1 million. 

I am aware of the fact that a good many smaller firms are reluctant 
to permit equity investment by outsiders. Many small businesses 
desire long-term loans which are not financially justified when their 
real need is for risk or venture capital. 

I think it is going to take time and effort to convince such business- 
men that it is in their own best interest to finance their programs of 
expansion by way of the equity capital market rather than by going 
further and further into debt. Another explanation for lack of inter- 
est in outside equity capital may be that it has been generally unavail- 
able and smaller firms, therefore, tend to think only in terms of what 
it is possible to obtain, namely, borrowed funds. 


NEED FOR LONG-TERM CAPITAL GROWING 


In any event, the lack of adequate equity capital and long-term 
credit is the major financing problem of small business today. It is 
this financing that is necessary for modernization and expansion 
through the purchase of plants and durable equipment. Without 
such financing, small firms simply cannot grow, develop, and compete 
with larger corporations which have more adequate access to the 
long-term capital markets. 
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There is a general agreement that the need for such financing of 
small business has been increasing. There are a number of reasons: 

First of all, with the growth of the large urban communities and 
a more complex society, the traditional type of individual investment 
in a new or growing enterprise on the basis of personal confidence in a 
friend or relation is slowly vanishing. Today investments are nor- 
mally made on a highly impersonal basis. A larger and larger share 
of investment funds are being channeled through regular financial 
institutions. 

Even the role of the commercial bank has in certain respects been 
restricted. Up until 1933 banks in many cases were affiliated with 
investment companies engaged in the selling of securities. To a cer- 
tain extent, at least, this type of operation was of assistance to new 
and smaller businesses as well as to the promotion of big concerns. 
Following the crash of 1929 a great deal of evidence came to light as 
to abuses which existed in this tieup between commercial banking and 
the investment business. As a result, Congress, in the Banking Act 
of 1933, prohibited Federal Reserve member banks from being affil- 
iated with investment companies. 

While the abuses seemed to warrant the action Congress took, this 
affiliation of commercial banks with investment companies had served 
as a means whereby small firms could be aided through their own local 
banker in obtaining investment capital. 

Another consideration is that the financing requirements to begin 
and to operate a business have grown tremendously. A retail busi- 
ness that could be started for as little as $1,500 in the 1930’s would 
require today upward of $12,000 to open its doors. Twenty-five years 
ago a very small manufacturing business in the low-capital fields 
could be started for only a few thousand dollars; today that same type 
of business would require, as a very minimum, $25,000 to $30,000. 

And perhaps the most important factor of all in the increasing need 
of financing has been the high tax rates which have made it difficult 
for many small firms to accumulate and retain sufficient earnings for 
expansion. There is little doubt that this has served to impede the 
growth of many small and promising firms. Certainly, some of the 
oldest and largest corporations would not exist today if they had been 
faced during their early years with the high tax rates now in existence. 

This year, Congress passed legislation to give at least a measure of 
tax relief to small business, and I hope that we will make further 
progress in the new Congress next year. But it would be unrealistic 
to think that any great cuts in taxes can be made in view of the ever- 
increasing costs involved in maintaining our Nation’s defenses against 
a powerful and ruthless force represented by the Soviet Union. 


EMPIRICAL DATA 


Over the past 25 years many studies have been made which indicate, 
quite conclusively, that the great, unfilled financing need of small 
business is for long-term debt and equity capital. 

One of the first such studies in 1934 by the Commerce Department 
was a nationwide survey of the financial conditions of more than 
6,000 manufacturing firms employing between 21 and 250 employees. 

The most striking feature of this survey was that long-term funds 
could not be obtained from any source by almost half of all the manu- 
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facturers which reported a need for such credit. Of the nearly 2,000 
firms reporting credit difficulty, the Commerce Department estimated 
that almost two-thirds of them were acceptable credit risks on the 
basis of their reported financial condition and credit worthiness. 

In 1938, a Committee of the Business Advisory Council for the 
Department of Commerce made a special study of 600 firms with 
relatively high commercial range. It was determined that 40 
percent had no source whatever of long-term credit, and 45 percent 
indicated difficulty in obtaining funds for working-capital purposes. 

The difficulty in obtaining financing as shown in these two studies 
cannot be dismissed on the grounds that the Nation was then in a 
depression era. More recent studies indicate that the financing gap 
has, if anything, become even more serious. 

Mr. Roy Foulke, of Dun & Bradstreet, who made a long study 
of the capital and credit position of small business, told the Senate 
Small Business Committee in 1943 that— 


under the existing setup of our economic structure we find no organized source or 
sources to provide long-term money or permanent capital to intermediate-sized 
concerns. 

In 1944, the Investment Bankers Association of America appointed 
a special committee to study and report on the problem of how best 
to provide adequate capital for small business in the United States. 
In April of 1945, its report was issued; among its conclusions were the 
following: 

The investment banking mechanism is not equipped to take care of the capital 
needs of small business and cannot be expected to do so. 

The sources, both internal and external, which formerly supplied the great 
bulk of small-business capital have largely dried up under the withering effect of 
Federal taxation and the influence of social change. 

It is interesting to note in this report the suggestion that there be 
established a nationwide system of local investment companies to 
make long-term loans and provide equity capital to small-business 
concerDs. 

This gap in small-business financing was also a cause of concern 
to the Committee for Economic Development. In a report, issued 
in 1947, the Committee for Economic Development concluded that: 

One of the fundamental needs of small- and medium-size business is more 
adequate financing. More long-term credit is needed relative to short-term * * *. 
More ownership funds are needed relative to borrowed funds * * *, Present 
banking facilities should be supplemented to open up, for the small enterprise, 
channels for capital loans and equity capital. The Committee for Economic 
Development suggests the formation of new capital banks for this purpose. 

The Congress in this postwar period also showed growing concern 
and interest in the problem of adequate business financing. In 1949 
Congress authorized the Joint Committee on the Economic Report to 
make a study and investigation of the volume and stability of private 
investment. ies 

It was my privilege at that time—as it still is—to be a member of 
the Joint Committee on the Economic Report. Extensive hearin 
were held on this subject, and, in the report which we issued in 
March 1950, it was stated: 


From the evidence submitted to the subcommittee, it seems clear that one of 
the important questions facing the American people today is to determine what 
steps can and should be taken to preserve an open door for investment in little 
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and local business in terms of ownership as well as in terms of debt. That problem 
is paramount to the development of a steadily expanding economy. 

The broadest survey of small-business financing demand was under- 
taken by the Department of Commerce in 1955. Questionnaires 
were sent out to more than 15,000 firms employing from 1 to 500 
workers. Usable responses were received from 5,000 firms. 

This survey revealed that in the case of both new and established 
firms, less than half of the demand for term loans and equity capital 
was satisfied. For short-term funds, the unfilled demand was 
neque: 

uring June of 1957, the Senate Banking and Currency Committee 
on which I serve, held 9 days of hearings on the credit needs of sma 
business. It was significant that the major portion of the testimony 
we received from scores of financial experts, representing a wide range 
of organizations as well as the States and Federal Government, 
stressed the lack of long-term capital financing. A great deal of 
support was expressed for the establishment of some type of small- 
business investment program. 


FEDERAL RESERVE STUDY 


One of the accomplishments of these hearings was the assurance b 
the Federal Reserve System that it would undertake a thoroug 
study of small-business financing. In April of this year, parts 1 and 
2 of this 3-part Federal Reserve study were issued. This monu- 
mental work is a collection of studies and reports of financing and 
economic experts. It deals with every aspect of small-business 
financing, and I recommend it to anyone who wishes to study this 
subject. While the final part of this report is not yet completed, 
parts 1 and 2 confirm this unfilled credit and capital need. 

The major findings of this Federal Reserve study were ably sum- 
marized by the Chairman of the Federal Reserve Board of Governors, 
William McChesney Martin, as follows: 


These general findings from the study confirm the impression * * * that 
there is a gap in the existing structure of financing institutions which lies in the 
longer term debt and equity capital areas * * *., 

In specifying a gap in the financing facilities available to small business in 
these terms, it needs to be remembered that the bulk of the small-business popu- 
lation is engaged in routine or repetitive activities that primarily provide a means 
of support to the owner and perhaps a few other individuals and grow only slowly 
over the years. These small businesses frequently have enough permanent or 
long-term investment and are not in the market for more, since the use of more 
long-term funds would only reduce the rates of return to present owners * * *, 

here are some small business enterprises, however, that offer a promising 
growth potential. They have identifiable financing needs that are not being met, 

Although some elements of the * * * study * * * remain to be completed, 
enough information has been amassed to suggest that there is room for a Govern- 
ment program to foster the flow of private investment funds to small business. 


This testimony of Mr. Martin, which he gave before our Banking 
and Currency Committee, not only added to the evidence as to the 
gap in available financing for small business, but it served as a power- 
ful impetus in the passage of the Small Business Investment Act of 
1958. The Federal Reserve is held in high esteem by the Congress, 
and, when it comes out and states not only that a financial gap exists 
but also lends its support to legislation to establish small-business 
investment companies, this has a great effect on Capitol Hill. 
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HISTORY OF THE ACT 


But, before I discuss the passage of the Small Business Investment 
Act, allow me to retrace my steps somewhat. I mentioned earlier the 
report of the Joint Committee on the Economic Report back in 1950 
which called attention to the financing needs of small business. On 
the basis of this report, it was my privilege to join with Senators 
O’Mahoney, Lucas, and Maybank in preparing and introducing a bill 
entitled the ‘Small Business Act of 1950.’ This bill provided for the 
establishment of private national investment companies to provide 
long-term debt and equity capital to small business concerns, with 
the original capital for such investment companies to be supplied by 
the Federal Reserve banks. 

Unfortunately, however, the Korean war broke out shortly there- 
after, and the attention of the Congress was diverted from this 
legislation. 

Since 1950, I have continued to push for enactment of this proposal, 
and I introduced similar bills in each Congress. Our arobeaal did, 
in the course of time, receive more and more attention. Coupled 
with the growing difficulty of small business in obtaining necessary 
financing, and the tight-money era of 1955-57, demands for congres- 
sional action mounted. 

Then, early this year, our majority leader, Senator Lyndon Johnson, 
announced that on his list of ‘‘must”’ legislation for 1958 was the small- 
business investment bill to make credit and equity capital more readily 
available to small firms. The legislative wheels were now rolling in 
earnest. We drafted a new bill after long and thorough consultations 
with people at the Federal Reserve and with private financial experts 
and authorities. In April, I joined with Senator Johnson, Senator 
Fulbright, and other Senators in introducing S. 3651, which, with 
slight changes, was passed by the Congress and signed into law in 
August as Public Law 699 of the 85th Congress—entitled the ‘‘Small 
Business Investment Act of 1958.” 

As one of the original authors of this bill, and having, in a sense, 
lived with it since 1950, I, of course, was deeply gratified at its passage. 
I think that the Small Business Investment Act will be recorded as 
one of the most important pieces of legislation on behalf of small 
business which the Congress has ever passed. 

And I must also say that I am more than pleased at the enthusiasm 
which is being shown in this act. This meeting attests to such interest. 
I know that the Small Business Administration has been flooded with 
requests for information on this new act. As chairman of the Senate 
Small Business Committee, I have received hundreds of letters request- 
ing assistance in establishing small-business investment companies. 

I believe that these investment companies, which will soon be in 
operation, will serve as a valuable source of long-term debt and equity 
capital for many small firms. I am convinced that small-business 
investment companies will flourish and prove profitable. 

There has been a great deal of interest in these investment com- 
panies on the part of commercial bankers. Some people have ex- 
pressed to me a fear that the banks will dominate in their formation. 
I expect that many investment companies will be formed by com- 
mercial banks; in passing this act we, in fact, made it possible for 
banks to purchase stock in investment companies. But it was not 
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our intent that only the banks should participate or that they preempt 
the field. I hope, in particular, that small-business men themselves 
will join together to form investment companies in their respective 
areas. From my experience with the Small Business Administration, 
I feel certain that, in licensing small-business investment companies, 
it will give impartial consideration to all applicants. 


CONCLUSION 


The Small Business Investment Act is an experimental program 
and, while it will be some time before we can evaluate its degree of 
success in aiding small business in America, I am confident that it 
will open new and bright horizons to many businesses whose growth 
has been limited due to the lack of capital. 

In supplying such capital, small-business investment companies 
will be making a great contribution toward the preservation and 
expansion of our free-enterprise system in which men with determina- 
tion, imagination, and ability will be able to build their own business 
and contribute to the success of our great country. 

In thanking you for your kind attention during the course of my 
remarks, may | again say that it has been a genuine pleasure for me 
to take part in this timely conference. [Applause.| 

Mr. Srutts. Somewhere between Huntsville, Ala., and New York 
City, Senator Sparkman found a flu bug lurking in the Pullman com- 
partment of his train. He has consented, however, to take a few 
of the questions which have been sent forward, but he does wish to 
apologize to you if he has to pull out of here immediately after his 
questioning has been concluded. 

Senator, there are several questions here. Let me read them to you. 

Now, Senator: 

Do you think that Congress will be willing to amend the Small Business Invest- 
ment Act if the administrative regulations seem too restrictive or if the act itself 
proves not attractive enough? 

Senator SparKMAN. Yes; I feel certain of that. Not only do I 
think Congress would be willing to do it, but I think the Small Business 
Administration would recommend it. As I said right in the conclu- 
sion of my remarks, I regard this as an experimental program, and 
we are going through a period of trial and error. I have my own 
personal views on how some of the things ought to be done. But, 
if somebody differs with me, I am not going to kick up a lot of fuss. 
I am going to say, ‘‘Well, let’s watch it; let’s keep it flexible, though, 
so we can improve it as the need for improvement is shown.” 

Mr. Strutts. The second question: 

Please comment on what evidence, if any, you or your committee have received 
on the willingness of small business concerns to surrender equity in exchange for 
long-term financing. 

Senator SpARKMAN. Well, I am not sure that I can point to specific 
testimony. We did have representatives of small-business groups 
from many different parts of the country who recommended this 
type of program. And it has become apparent that it is going to be 
virtually impossible to get long-term financing through the usual 
channels. Certainly, we believe that we ought to try it out and see 
how it works. I believe that it will work. Apparently, our commit- 
tee believes it will work. And, apparently, the Federal Reserve 
Board believes it would work, because they all recommended it. 
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Mr. Sruttrs. The next question is: 


I represent a bank which is also a bank holding company. The Federal Reserve 
bank has ruled that under the Bank Holding Act an affiliate bank owned by a 
holding company cannot subscribe to stock in small-business investment com- 
panies. This will prohibit a sizable source of capital. Do you think that Con- 
gress will correct this? 

Senator SparKMAN. I should not like to make a prediction on that. 
I will say this: I am sure our committee would be very glad to study 
that problem. I do not believe that was called to our attention in 
connection with the consideration of the Small Business Investment 
Act. But our committee has jurisdiction over all banking matters, 
so there is no reason in the world why we could not study this, either 
as an amendment to the Banking Act or as an amendment to the 
Small Business Act. 

Mr. Srutts. The next question: 

Senator Sparkman, I understood you to say that equity needs are greatest in 
the manufacturing field. How about the distribution businesses? This is of 
great concern to the larger manufacturers who rely on independent distributors. 
Do you have any comment on this? 

Senator SpARKMAN. I think every type of small business has some 
need. I was not trying to eliminate them by making that statement. 
I did make the statement that I believed that a greater need was 
found or more companies would be found in the manufacturing field 
that would need it. But, certainly, I did not mean to eliminate the 
others. 

Yes; there is a need in the field of distribution, in the field of manu- 
facturing, in many different fields. As a matter of fact, I have been 
pleased, during the time since Congress adjourned—I have been down 
in my home State of Alabama, and I have been going around over the 
State. I made a great many speeches, and really some of them have 
been different. [Laughter.] I remember one time, after a campaign, 
somebody asked me how many speeches I made, and I said I made 
200 speeches. Some fellow looked at me right straight and said, 
“Why don’t you tell the truth? You didn’t do any such thing.” 
I said, “Yes; I did.”’ He said, ‘‘No; you made 1 speech 200 times.” 
But, I have made a good many speeches and I have subjected myself 
to questioning many times. And I have been pleased and in a way 
surprised at the interest that has been shown in this Small Business 
Investment Act by all types of businesses. And I think it is a pretty 
good indication that throughout this country we are going to have a 
great deal of interest in this. My great hope is that we are able to 
set it up in a way that will do the job and will do it well. 

Mr. Stuuts. Thank you, Senator. There are several questions 
along this line: ‘‘What was the inducement contemplated by the com- 
mittee for individuals to invest equity capital in marginal risk when 
the banks and insurance companies, based on experience, do not wish 
todoso? The regulations issued by the SBA do not enable an invest- 
ment company to get sufficient income.” 

Another more specific question said: ‘‘How can they become profit- 
able when the Government charges as much as 5 percent interest on the 
Government’s funds in the investment companies?” 

Senator SpaRKMAN. Of course, that is a question that ought to be 
put to Wendell Barnes and his group while they are here tomorrow. 
I questioned that myself. I think the rate of interest that he has set is 
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too high. I would be glad to listen to his explanation. But, I think 
the rate of interest ought to be at about what it costs him to get money, 
instead of setting it up at that rate. I think the money ought to be 
put out so that the small business could borrow it at about that rate. 

On this question about incentive for individuals to make their in- 
vestment; we think there is some incentive. And, by the way, it is 
matched to some extent by an amendment to the Tax Act that allows 
a certain writeoff for losses that may be sustained. Of course, again, 
we don’t know whether or not individuals will go for it. But, we are 
trying to put the incentive there to encourage them to do it. 

Mr. Struts (reading): 

Do you regard it as Congress’ intent in passing Public Law 699 that there would 
not be competing small-business investment companies within given areas? 

Senator SparKMAN. No. I would say that the intent in passing 
the act as it is set up would be to provide for competing companies. 
Now, again, I don’t know just how the SBA has interpreted that point 
in its regulations. 

Walt, it may be that you know how their regulations 

Mr. Srutrs. Thank goodness I am asking the questions today, 
Senator. [Laughter.] 

Senator SparkMAN. I know that. I am trying to get some expert 
answers. 

To be perfectly frank with you, this system of setting up the banks 
was not completely in accord with my views. I tried to set up a cen- 
tral bank system and develop it somewhat along the line of the Home 
Loan Bank Board, and the regional banks, with the savings and loan 
association and so forth—something along that line, or along the line 
of the farm credit system. Of course, there is some relationship to 
the plan that was set up in that, but it does not jibe completely with 
my views. 

But I would assume that, under the act, unless restrictions are put 
in the regulations by the SBA, competing companies could be set up. 

Mr. Srutts (reading): 

Senator, did the writers of this legislation feel that banks who purchased stock 
in investment companies should be permitted to participate in the direction and 
management of those investment companies? Were any restrictions intended? 

Senator SPARKMAN. It seems to me that would be controlled by the 
banking law, and I am not sure what the restriction is. I am not 
certain. I think that would be controlled by the banking law rather 
than by the Small Business Administration. 

Mr. Srutrs. Now, we have a final, perhaps more general, question: 
“What are the possibilities for legislation for additional assistance to 
small business, such as lower taxes or improved tax laws, larger 
Government renegotiation allowances, preferences on bidding for 
Government facilities and the like during the coming year?”’ 

Senator SparKMAN. I am hopeful we may be able to get some 
additional legislation through, but I want to say to you that I don’t 
look for a great deal. 

The last session of Congress, I think, did a rather remarkable job 
in passing small-business legislation, particularly when you consider 
the difficulty that we have had in past years. I think the tax pro- 
visions, the tax adjustment measures for small business are going to 
prove to be of tremendous benefit. Now, some companies may not 
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benefit from any part of it. Other companies may benefit from one 
provision. And still others may benefit from several. But, I think 
there are a good many provisions in the Tax Adjustment Act of last 
year that are going to help small business. 

There was one other provision that I wanted very badly to get 
through, and that was one that would allow credit or deductibility 
from taxation, liability from taxation, for sums up to a certain amount 
plowed back into the business, in the form of plant expansion, equip- 
ment, inventory, and so forth. I think that would be one of the 
best stimuli that we could possibly provide for the expansion of 
business, and I think that Government would profit from it, because 
I believe there would be an expansion of business. I am going to 
try it again, and I am hopeful that we may be able to get it through. 

Then, there is one other provision that relates to rapid depreciation 
for the purchase of used equipment, as well as new equipment. And 
there are a couple of other provisions that I plan to offer. I am hope- 
ful that we may be able to get some of it through—possibly, all of it. 

Mr. Sruntvs. Thank you. That concludes the questions. 

Someone has asked if copies of your paper will be available before 
the seminar ends. I might say that there are a limited number of 
copies of Senator Sparkman’s address which will be put out in the 
outside hall at the time of the luncheon break, as I understand it. I 
think there are also some copies of talks which will be given by other 
spe akers. 

Now, it is—— 

Senator SparkMAN. Walter, may I take the opportunity just to 
say this: I have been feeling ‘quite under the weather, as you may 
have detected from my effort to present my paper. I should like v ery 
much to stay here to hear Mr. Gadsby, but I am afraid I won’t be 
able to. The Securities and Exchange Commission has been most 
helpful to us, throughout, in trying to work out some of the bugs that 
were in this legislation and in presenting factual information to us. 

I referred a while ago to a study that was made several years ago 
by the Securities and Exchange Commission that came up with the 
conclusion that it was virtually impossible for small business to utilize 
the securities market. In fact, I know the statement was made—that 
was several years ago—that an issuance of less than a million dollars 
in securities was simply so costly that small business could not afford 
it. My guess would be that that figure has now gone up. But that 
has been one of the guidelines that we have had in getting this legis- 
lation through. 

I want to impress on you again—I think all of us ought to keep this 
in mind—that this legislation is experimental. We don’t know how 
it is going to work. We are hopeful that it is going to work fine, right 
from the very beginning. But I assure you ‘that, if it does not, we 
are going to do everything we can to correct it so that it will work. 
And if any of you have any experiences at any time with reference to 
it that you think might be helpful to us in determining how it works or 
how it needs correcting, be sure to let us know. 

Mr. Struts. Thank you, Senator. [Applause.] 

We will follow the custom throughout the 2-day session of having 

short stretch, a breather, an opportunity to walk around, look 
outside on the bulletin board for messages. Let us take 15 minutes 
now and reassemble here. 
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Thank you. 

(Brief recess.) 

Mr. Stutts. Senator Sparkman has given us the general background 
which led up to the passage of the Small Business Investment Act. 
We are now getting down to the working part of this briefing session. 
In this case, as in the preceding case, we are, indeed, fortunate to 
have the horse’s mouth here. [Laughter.] 

I can afford to be generous, however, with our next speaker. He 
is an Amherst man, and the Williams football team did a job on the 
folks from the Lord Jeffrey part of the country; so I shall not say 
anything derogatory about the Chairman of ‘the Securities and 
Exe change Commission. 

As you know, the act does give a degree of latitude to all the 
executive agencies of the Government, including the regulatory 
Commission headed by our next speaker. 

Myr. Gadsby worked for and was chairman of the public utilities 
commission for some 10 years before he came to Washington in 
August, I think it was, of 1957, as a member and Chairman of the 
Securities and Exchange Commission. He is, therefore, not unaware 
of the problems that each of you faces in your State as well as in 
dealings with the Federal Government in this area. 

It is a great honor, for me, to present to you Mr. Edward N. Gadsby, 
Chairman of the Securities and Exchange Commission. [Applause.] 


STATEMENT OF HON. EDWARD N. GADSBY, CHAIRMAN OF THE 
SECURITIES AND EXCHANGE COMMISSION 


Mr. Gapsspy. Mr. Chairman, ladies and gentlemen, guests of the 
American Management Association, I appreciate the condescension 
with which the ehairman failed to call attention to my shortcomings 
in my collegiate education. I assure you there was no shortcoming 
in his alma mater a couple of weeks ago. Unfortunately, I had a 
small wager that I am still trying to pay. 

THe SEC Looxrs at Smati Business INVESTMENT COMPANIES 

i have been asked to discuss how the disclosure and regulatory 
statutes administered by the Securities and Exchange Commission 
will affect small-business investment companies operating under 
Public Law 699, commonly referred to as the Small Business Invest- 
ment Act of 1958. This will involve a bit of erystal-ball gazing on 
my part, since the extent to which the various securities acts are 
pertinent to this new situation will depend somewhat upon factors 
as vet unknown in the sense that they cannot as yet clearly be defined 
or analyzed, and it may be that the practical application of the statutes 
will show difficulties now wholly unforeseen. However, in many 
respects, our course is perfectly clear, and it is equally clear that the 
corporate manager, the financier, and the lawyer must give careful 
consideration to the impact of the securities acts when planning to 
proceed under the 1958 legislation. 

The first step in setting up the machinery under this new legisla- 
tion is the formation of a small-business investment company under 
State or Federal charter. The capital of this investment company 
will be initially derived in part from the Small Business Administra- 
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on and in part by the sale of stock to sponsors. These sponsors 

be of two kinds. They may be governmental in character, such 

“State or a regional organization, in which event the Securities and 
lischaton Commission has no immediate interest, at least insofar as 
the initial sale of the securities of the investment company are con- 
cerned. On the other hand, it is contemplated that some, at least, 
of these concerns will be financed, aside from the SBA participation, 
through the sale of their securities to a segment of the general public. 
It is at this point that the Securities and Exchange Commission 
begins to be interested. 

At the outset, I should mention that, after considering and weighing 
the many problems involved in affording assistance to small business 
and at the same time preserving adequate protection to the investing 
public, the Congress determined that any plan of assistance to small 
business which would involve public investment must be bottomed 
upon the time-tested maximum that confidence can only be achieved 
and damage to the public avoided by adherence to elementary stand- 
ards of open and complete disclosure and of fair dealing between the 
parties. To this end, it was determined these new small-business 
investment companies would be subject to the applicable provisions 
of the securities acts. It is only in a very few necessary connections 
tions that Congress made specific exemptive provisions, and generally 
the Commission is left with discretion to establish exemptions wliere 
and to the extent necessary. 

Tbe Small Business Investment Act contemplates that the small 
business concerns which are in need of new capital on a long-term 
basis and cannot obtain it otherwise on reasonable terms may apply 
for such moneys to an investment company formed under the act. 
Assuming all else to be favorable, such a small business will then issue 
and sell to the investment company its convertible debentures in the 
required amount. The act also contemplates that the small business 
concern will invest nominally in the equity securities of the invest- 
ment company. This feature may involve some technical points 
under the securities acts, but this can be ignored for the moment. 
In due course, if the subsequent activities of the small business prove 
to be profitable, the investment company may liquidate its holdings 
of the securities of the small business, either by sale of the debentures 
or by conversion and sale of the underlying stock, in either case at 
private or public sale, or, of course, by redemption. 

Since this process which I have rather summarily described involves 
the issuance and sale of corporate securities, it 1s perfectly obvious 
that it also involves consideration of the jurisdiction of the Securities 
and Exchange Commission, which broadly covers activities concerning 
such access to the capital market. It is necessary, in order to con- 
sider how this scheme may be affected by the various acts which are 
administered by the SEC, first, to consider how much of this program 
has been left to our jurisdiction by the Congress under the 1958 act, 
and in what respects the law calls upon the investment company or 
its borrower to note the jurisdiction of the SEC, and what measures 
this agency has in mind to adopt in order to make sure that this 
legislation will accomplish its stated purpose without running counter 
to the purposes expressed in the nexus of statutes we administer. 

These small-business investment companies will be chiefly concerned 
with two of the securities acts. The first of these is the Securities 
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Act of 1933, which was enacted to protect investors and the public in 
connection with the offering and sale of securities by processes designed 
to insure full disclosure of all relevant facts. The other is the Invest- 
ment Company Act of 1940, which is a regulatory statute prescribing 
standards in the interests of investors and the public to govern certain 
of the activities of companies engaged in the business of investing in 
securities. 

Before I address myself specifically to small-business investment 
companies, it may be appropriate to consider generally the respon- 
sibilities of the Commission in the area of sable financing. In the 
administration of the powers and responsibilities vested in it by these 
statutes, the Commission is guided be two more or less overlapping 
standards, that of the public interest and that of the protection of 
investors. I say two standards, since the term “public interest’ 
includes more than concern for the protection of investors, as such. 
It requires the Commission to look beyond these immediate interests 
and to take into consideration the welfare of the economy as a whole. 
Thus, while it is looking to the protection of prospective investors in 
dealing with small-business investment companies, it must be careful 
not to erect such burdensome requirements as to hamper the raising 
of capital needed by these companies to perform their function of 
providing funds for small businesses. 

The Securities Act of 1933 has two basic objectives; one is to provide 
investors with information concerning securities offered for public 
sale and the other is to prevent misrepresentations and fraud in the 
sale of securities. The act applies to the offering and sale of all types 
of securities, not only by the issuer, but also by any person in a control 
relationship with the issuer, and it is concerned with all types of 
securities, not only stecks and bonds, but also debentures, notes, 
evidences of indebtedness, investment contracts, voting trust certif- 
icates, certain oil and gas interests and, in general, any interest or 
instrument commonly known as a security, as well as some not so 
easily recognized as such. It seeks to accomplish its objectives pri- 
marily by requiring the registration with the Commission of all 
securities offered or sold by use of the mails or other instruments of 
transportation or communication in interstate commerce. There are, 
however, certain exemptions from registration, some of which are 
set forth in the statute while others are outlined in the rules and 
regulations of the Commission adopted pursuant to statutory authority. 

Registration under the 1933 act is the process whereby a registration 
statement is filed with the Commission and, after a lapse of time, 
becomes effective. The principal component of a registration state- 
ment is a prospectus which describes the issuer, its business and 
management, and the proposed offering, and furnishes certain financial 
and other information necessary to an informed investment appraisal 
of the offering. The registration statement must be signed by the 
issuer, a majority of the directors, and certain of its officers and agents. 
Each such signature to a registration statement subjects each such 
person and his attorney and accountant to strict liability for material 
omissions or misstatements. Securities may not be offered for sale 
before the statement is filed, and they may not be actually sold before 
it becomes effective, which is usually about 3 weeks after filing. The 
staff of the Commission reviews the registration statement when it is 
filed, and any inadequacies or omissions are normally brought to the 
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attention of the issuer for correction. Each purchaser of the security 
so offered must be furnished with a copy of the prospectus at or before 
the time of purchase. 

The Commission has adopted certain forms for use in registering 
securities under the act, adapted to the circumstances of the particular 
securities to be registered. ‘The Commission has prepared and has 
invited public comments on a proposed additional form (form N-5) 
designed for use by small-business investment companies. When 
the comments have been reviewed and considered, the form will be 
adopted by the Commission, which action will be announced in a 
public release. 

I would not mislead you into believing that the registration of 
securities under the Securities Act is a perfunctory matter, nor can I 
truthfully say that in the usual situation it is a simple or easy task. 
Registration necessitates the careful assembling and preparation of 
the material required to be contained in the registration statement, 
and requires the draftsmen and signatories to make detailed disclosure 
of all pertinent facts concerning the proposed offering. This is an 
area in which the aphorism that “what you don’t know won’t hurt 
you”’ definitely does not apply. If you don’t know, you must find 
out. The penalties are severe for false, misleading or incomplete 
statements. 

As I have indicated above, the Securities Act provides in sections 3 
and 4 for a number of exemptions applicable to certain types of secu- 
rities, to securities issued under certain circumstances, and to certain 
transactions in securities. Most of these exemptions are not perti- 
nent to our discussion. They cover, for example, Federal and munic- 
ipal securities, securities of cert ain cooperatives and railroad and 
certain other common carriers, certain exchange transactions, et 
cetera. Another exemption, commonly referred to as the “intrastate 
exemption” and described in section 3 (a) (11) of the act, is not avail- 
able for the securities of a registered investment company, and we 
may forget it for our present purposes. There are, however, two 
exemptions which do seem to be pertinent here, and which may make 
registration unnecessary under some circumstances. 

The exemption which would probably account for the vast bulk of 
the exempt — ing of small-business investment companies is found 
in section 4 (1) of the act, which exempts, among other things, ‘‘trans- 
actions by an ‘ane not involving any public offering.” It should be 
noted that this is not an exemption of the security, as such, but is an 
exemption of a limited type of transactions in securities, and the full 
provisions of the act apply to subsequent transactions in the same 
security. In common parlance, the language of the section has been 
turned around so that, instead of referring to transactions not involv- 
ing any — offering, reference i is usually made to ‘private trans- 
actions” or ‘“‘private offerings.”’ 

The cenutiah whether a public offering is involved in any particular 
case is not easy to answer. It is a question of fact in the resolution of 
which all of the surrounding circumstances must be considered. It 
cannot be answered solely upon the basis either of the number or 
class of persons to whom the securities are offered or the number of 
persons with whom sales transactions are concluded. We have been 
told by the courts that the number of persons to whom the security 
is offered is not determinative and that, im fact, an offering to a limited 
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number may be a public offering. However, it is still true that the 
scope of the offering is one of the factors to be considered. This in- 
cludes not only persons to whom an express offering is made, but any 
person to whom an “offer,” in the statutory sense, is made, including 
any attempt of any kind ‘to dispose of a security. Preliminary con- 
versations and the solicitation of offers to buy, or even of indications 
of interest, are thus within the meaning of the term. 

The relationship of the offerees to the issuer is significant in deter- 
mining whetber or not an exemption is available under section 4 (1). 
An offering to a class of persons who are intimately familiar with the 
business and affairs of the issuer is less likely to involve a public 
offering than one made to persons having no special knowledge in 
this respect. The Supreme Court, in S. E. C. v. Ralston-Purina Co.) 
stated that the availability of the exemption depends upon whether 
the particular persons affected need the protection of the act. The 
Court stated that ‘‘an offering to those who are shown to be able to 
fend for themselves is a transaction ‘not involving any public offer- 
ing’ ’”’; that the “exemption question turns on the knowledge of the 
offerees * * *; and that ‘‘the focus of inquiry should be on the need 
of the offerees for the protection afforded by registration.’’ The effect 
of this decision is to limit the applicability of the exemption to an 
offering to persons who have such knowledge of the business and 
affairs of the issuer as would be substantially comparable to that 
which would be provided by the registration statement. 

Another factor which must be considered in determining whether 
a given issue is entitled to an exemption as a private issue is the size of 
the offering and the number of units offered. Frequently, a large 
issuer will place a sizable issue of debt securities with a comparatively 
few institutional investors. Because of the ability of such institutions 
to insist upon and to receive information even more extensive than that 
usually provided in a prospectus, and their ability to negotiate the 
transaction on equal terms, such private placements, as they are 
called, can be effected within the limitations of the exemption pro- 
vided by section 4 (a). I rather doubt that this situation will be 
met in the usual placement under the 1958 Small Business Invest- 
ment Act, but it should be noted that the purchase of convertible 
debentures of the small business enterprise by the investment company 
would be exempt from our jurisdiction under this exemption. Note, 
however, that such treatment would not be available in the case of a 
sale of such securities by the small-business investment company, 
as to which transaction there would wither have to be a registration 
or else some other exemption would have to be found to be available. 

On the other hand, the placing of an issue of stock consisting of a 
large number of units with a relatively small group under circum- 
stances which indicate probable reoffering and resale in whole or in 
part to a larger group would suggest the unavailability of the exemp- 
tion under section 4 (1). In such a case, the initial purchasers would 
be underwriters as the term is defined in section 2 (11) of the act be- 
cause they would have ‘‘purchased from an issuer with a view to * * * 
the distribution of any security” and, therefore, no exemption would be 
available under section 4 (1), either for such persons or for the issuer. 
To meet this problem, an issuer will usually require the purchasers. 


1346 U.S. 119 (1953). 
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in @ private offering to furnish a written representation that they 
are taking the securities for investment and not for the purpose of 
distribution. This precaution is a salutary one, since it causes both 
parties to the transaction to give thought to the intentions of the 
purchaser. However, such a representation should be a serious one 
and not given perfunctorily to set the basis for a formal claim to exemp- 
tion, since the mere presence of such a representation is not conclusive, 
The surrounding facts and circumstances may be such as still to raise 
a question as to the actual intention of the purchaser. This is illus- 
trated by the question reasonably arising when a person who is in the 
business of buying and selling securities represents that he is acquiring 
securities of an issuer for investment and not for resale. 

In addition to the exemptions contained in the statute, which require 
no filing with or action by the Commission, section 3 (b) of the 1933 
act gives the Commission discretion to adopt rules and regulations 
exempting the offering of securities not in excess of $300,000 upon 
such terms and conditions as the Commission may prescribe. The 
principal exemption which has been adopted under section 3 (b) and 
is currently of interest to small business is that provided by regulation 
A. The availability of regulation A is subject to certain terms and 
conditions, which include the making of a filing with the Commission 
and the use of an offering circular containing certain specified infor- 
mation. While it is necessary to keep this exemption in mind, since 
it may be useful if the position of the investment company is liquidated 
by sale, it is not strictly pertinent to our present inquiry, since it is 
not available for securities of small-business investment companies 
registered under the Investment Company Act of 1940. 

At the same time that the Congress enacted the Small Business 
Investment Act of 1958, it inserted a new section 3 (c) in the Securities 
Act of 1933 authorizing the Commission to adopt rules and regulations 
exempting, upon appropriate terms and conditions, the offering of 
securities by investment companies licensed under the Small Business 
Investment Act. Acting pursuant to this new authority, the Com- 
mission has invited public comments on a proposed new regulation E 
which is similar in many respects to regulation A and which would 
exempt from registration under the Securities Act such issues in an 
amount not in excess of $300,000. 

The proposed exemption under regulation E is not automatic, but 
is available only upon compliance with certain terms and conditions 
and subject to certain limitations. The exemption would not be 
available, for example, to an issuer if either it or its directors, officers, 
promoters, or underwriters are subject to certain administrative 
orders or have been convicted of or enjoined against certain mis- 
conduct. It should be noted, however, that the issuer in such case 
would not be barred from filing a registration statement covering the 
securities to be offered in the form I have previously discussed. 

The first step toward meeting the terms of regulation E would be 
for the issuer to prepare and file with the Commission what is called 
a notification. This document is prepared in accordance with a 
relatively simple prescribed form, and must set forth certain specified 
information in order that the Commission may determine whether or 
the extent to which the exemption is available. In order to assist in 
our review, the notification must be accompanied by certain exhibits. 
such as the underwriting contract, if any, and the consent of the under- 
writer to be named as such. 
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Regulation E would require that an offering circular be used in con- 
nection with the sale of the securities offered thereunder except in 
certain cases involving offerings of less than $50,000. With the ex- 
ception of brief advertisements, the offering circular is the first written 
sales material which may be presented to the investor in connection 
with the offering of the security. It must, in any event, be in the 
hands of the investor not later than the date of the confirmation of the 
sale and prior to the payment of the purchase price of the security. 
The idea of requiring the use of an offering circular was one taken over 
from regulation A. The requirement that an offering circular be used 
under regulation A was adopted in large measure at the suggestion of 
the securities industry. It was felt that, as a protection to those en- 
gaged in the investment business, as well as to the investing public, 
certain basic information should be furnished to each person to whom 
the securities are offered and that such material should be subject to 
the Commission’s examination. This did not appear to impose any 
particular hardship because in most cases the honest issuer and under- 
writer would, in any event, prepare and use some form of offering 
letter or circular. Our experience has demonstrated the wisdom of 
this requirement, and we believe that it is equally applicable, and for 
similar reasons, in the case of small-business investment companies. 

In the absence of specific requirements governing the content of such 
offering documents, issuers not sophisticated in the ways of the 
securities markets might be at a loss to know precisely what informa- 
tion we conceive ought to be included in the offering circular in the 
interest of fair disclosure. Consequently, the requirements as to the 
contents of an offering circular are set forth in a schedule attached to 
the proposed regulation E. We believe that these requirements are 
limited to what would be regarded as the essential facts concerning 
the company and the securities to be offered. 

The preparation of the notification and offering circular should not 
be much of a burden. The informatiou required and described in the 
rule and the schedule is fundamental and is readily available to the 
company desiring to use the regulation and, in fact, will have to be 
submitted to the Small Business Administration. I believe that the 
procedure under the proposed regulation E is as simple as it can be, 
in view of the paramount necessity for protecting the American in- 
vestor. The regulation itself, at first reading, seems rather formidable, 
but it should not be difficult to understand after a modicum of study. 
We are open, as always, to suggestions for improvement, but I must 
confess that we are presently satisfied that the proposed procedure 
involves the minimum of disclosure which the investor could reason- 
ably expect under the Securities Act. 

Filings under the new regulation will be made in the principal office 
of the Commission in Washington. This is necessary in order that 
such filings be reviewed and correlated with necessary filings by small- 
business investment companies under the Investment Company Act 
of 1940. I will come to this latter subject in a moment. Moreover, 
filing in the principal office will facilitate the maintenance of a close 
liaison with the Small Business Administration, which has the primary 
responsibility of administering the Small Business Investment Act of 
1958. 

The Commission has 9 regional offices and 8 branch offices in strate- 
gically located cities throughout the country. Each such office has a 

33659—59——3 
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staff of attorneys and accountants who are available to discuss an 
issuer’s problems with its representatives prior to filing and to give 
such assistance as their workload permits in answering “specific ques- 
tions concerning compliance with the regulation, although I must add 
that our staff is not in position to participate in the actual drafting of 
papers. I am certain that free resort to this advice will help to prevent 
inadvertent as well as somewhat technical violations of law with all 
the headaches and expense involved. 

Perhaps I should utter what is doubtless an unnecessary word of 
caution at this point. The requirements under the securities acts are 
in addition to, and in nowise in lieu of, the requirements of the laws 
of the respective States. Many States have blue- sky laws under 
which a State administrator is usually empowered to specify the 
terms and conditions under which sec urities may be sold in that State. 
An issuer must smoke the pipe of peace with the appropriate State 
authorities as well as with the Commission before he may offer 
securities to the public. 

As I have already noted, in enacting the Small Business Investment 
Act of 1958, Congress determined that small-business investment com- 
panies authorized by that act should also, in appropriate cases, be 
subject to the provisions of the Investment Company Act of 1940. 
An exception was made in connection with section 18 (a) of the 1940 
act, which makes inapplicable to these particular investment com- 
panies the provision generally applicable that the indebtedness of an 
investment company shall have an asset coverage of at least 300 
percent upon issuance. An exemption was also provided from the 
statutory prohibition against the declaration of dividends or other 
distributions on capital stock unless certain asset coverages on indebt- 
edness publicly distributed are maintained. In administering this 
phase of the new legislation, then, the Small Business Administration 
will have the responsibility of seeing that sound capital structures 
are maintained consistent with the purposes of its enabling act. In 
other respects, the Securities and Exchange Commission is required 
to exercise its duties and responsibilities under the Investment 
Company Act. 

Those companies operating to make capital available to small 
business under the Small Business Investment Act and which are to 
issue securities to the public will undoubtedly in the usual case be 
investment companies as defined in the Investment Company Act 
and thus subject to SEC jurisdiction. One important exception to 
this general statement is, however, specifically set out in section 3 (ce) 
of the Investment Company Act, under which an investment company 
is excepted from regulation under the 1940 act if its own outstanding 
securities are beneficially owned by less than 100 persons and if it is 
not engaged in making or proposing to make a public offering of its 
securities. You will note that both these elements must be present, 
so that, if a public offering is involved or proposed or if the company 
has more than 100 security holders, registration under the Investment 
Company Act would be required. In calculating the number of such 
holders of the investment-company securities, the beneficial holders 
of the securities of any company which owns 10 perc ent or more 
of the voting securities of the investment company must be counted 
individually. A considerable number of the small-business invest- 
ment companies will doubtless be financed privately by a limited group 
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of persons, thus bringing them within this exception. I have already 
discussed some of the factors which are of consequence in reaching a 
determination whether a public offering is involved under the 1933 
act. It would seem that the same considerations are pertinent here. 

Small-business investment companies for which section 3 (c) of the 
Investment Company Act will provide no exemption will be required 
to register with the SEC. Such registration is a separate process 
from the registration provided for under the Securities Act. This 
mechanism was originally designed to fit the usual investment- 
company situation in the light of which the 1940 act was written and 
has so far been administered. We appreciate the desirability of 
simplifying this procedure in the case of small-business investment 
companies, however, and the proposed form N-—5 to which I referred 
earlier and which has been circulated for comment is designed to cover 
registration under both the Securities Act and the Investment Com- 
pany Act. If this form is eventually adopted by the Commission, 
therefore, it will serve to comply with both statutes, and one filing is 
all that will be called for. 

The Commission is most concerned with and sympathetic to neces- 
sary measures to aid small business in its efforts to raise capital. 
However, we feel that this should be done with due regard to investors 
who are expected to help finance these investment companies, and 
consistently with the intent of Congress in enacting the 1940 act. 
The type of program contemplated by the Small Business Investment 
Act appropriately lends itself to cooperative regulation by the two 
agencies of the Government concerned, each operating in its own 
sphere of expertise. In this pattern of regulation, the Securities and 
Exchange Commission would exercise its duties and responsibilities, 
with its primary interest in the protection of the public security holder. 
The Small Business Administration would presumably direct its 
activities to assuring that these proposed investment companies will 
appropriately channel the resources available to them to meet the 
capital requirements of the small business concerns with whese needs 
the Small Business Investment Act is primarily concerned. 

Neither the Investment Company Act nor, indeed, the other statutes 
administered by the Commission, ought to be viewed as burdensome 
obstacles placed in the path of corporations which must raise money 
from the public. On the contrary, we believe that the standards of 
conduct imposed by the fabric of the statutes which we administer 
will be of great assistance in contributing to the successful operation 
of small-business investment companies having a public interest. To 
the extent that investors are provided with the safeguards granted by 
this legislation, a more favorable climate for the flow of capital in this 
area can be expected. 

The objectives of the Investment Company Act here are to secure 
honest and unbiased management of other people’s money; to give 
securityholders a substantial voice in determining the company’s 
policies and in the selection of management; to insure adequate and 
feasible capital structures; and to see that the shareholders are pro- 
vided with informative periodic financial reports. The act is long 
and involved, not only because it is quite detailed and specific in its 
requirements, but also because it covers many different situations and 
considerations, many of which bear no relation to the small-business 
investment companies, such as the activities of open-end mutual 
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funds, the problems involved in connection with face-amount certifi- 
cate companies and periodic payment plan companies, and so on. 

Although it would be unnecessary here to go into a detailed analysis 
of the many directives contained in the statutes and rules governing 
investment companies, there are some of these provisions which ought 
to be kept.in mind. First, the Investment Company Act requires 
that, before a public offering of investment-company securities may 
be made or completed, an initial $100,000 in net worth must be raised 

rivately or from not more than 25 persons as part of a public offering, 
in accordance with certain specified procedures. Furthermore, the 
act prohibits investment companies from changing the nature of their 
business or investment policies without the approval of the stock- 
holders; bars persons guilty of security frauds from serving as officers 
and directors; prevents underwriters, investment bankers or brokers 
from constituting more than a minority of the directors of such com- 
panies; prohibits transactions between such companies and their 
directors, officers, or affiliated companies or persons, except upon 
approval by the Commission; and prohibits pyramiding of such com- 
panies or cross-ownership of their securities. 

These prohibitions and affirmative requirements are based upon 
extremely careful studies of the industry and are designed to achieve 
the general statutory aim of investor protection. That they have 
succeeded in the purpose of establishing public confidence in the 
investment-company industry is perhaps best demonstrated by the 

ragmatic results. From the first year of the operation of this legis- 
ation in 1941 to the present the dollar value of investments in these 
concerns has grown from $2 billion to $16 billion, and the number of 
individual investors has increased manyfold. 

It is our intention to mold the activities of the SEC under the 
Small Business Investment Act as nearly as possible to the purposes 
and aims of this legislation while at the same time preserving the 
integrity of the salutary provisions of the acts which we administer. 
As I mentioned, our staff is working with the Small Business Adminis- 
tration to conform the pertinent rules, regulations, and forms under 
the Securities Act for small-business investment companies with those 
which will apply to such companies under the Investment Company 
Act and with the requirements of the Small Business Administration. 

I think that I should also mention at this point the possible effect 
of the Trust Indenture Act of 1939, which complements the Securities 
Act and, generally speaking, requires public offerings of debt securities 
to be issued under a qualified indenture. I mention this because the 
debentures to be issued by the small-business investment company 
would normally be put out under a corporate indenture, there being 
an implicit understanding, as I have previously pointed out, that 
such securities may eventually be distributed to public holders. This 
caveat may be rather academic in practice, however, since the Trust 
Indenture Act exempts issues of less than $1 million, and the other 
limitations of the Small Business Investment Act make it unlikely 
that a single investment under that act will normally reach such a 
figure. For qualification under the Trust Indenture Act, certain 
required protective provisions must be included in the indenture, and 
there must be a disinterested trustee. The Small Business Invest- 
ment Act of 1958 adds a new provision to the Trust Indenture Act 
which authorizes the Commission to exempt, without limitation as to 
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amount, any class of securities issued by a small-business investment 
company, subject to such terms and conditions as may be prescribed. 
Our staff is mo giving consideration to the need for, and possible 
extent of, an exemptive regulation under this authority. 

I would like to point out that, what with the exemptive powers 
granted by the new section 3 (c) of the Securities Act of 1933, by 
section 6 (c) of the Investment Company Act, and by the new pro- 
visions of the Trust Indenture Act, the SEC is given authority to 
apply with very great elasticity its regulation in the field opened up 
by the Small Business Investment Act. I have no doubts whatever 
but that the Small Business Administration and the Securities and 
Exchange Commission, working together, will be able to lay out a 
clear, simple, and safe course for these new enterprises to follow with 
the minimum of governmental interference consistent with the gen- 
eral public and investor interest. This is a completely new field and 
there is plenty of room to maneuver. However, our eventual aim is 
clear, and, with the help of industry and the bar, I have no doubt 
of our success. 

Thank you, Mr. Chairman, and it is a great pleasure to be here to 
speak to you today. [Applause.] 

Mr. Srutts. Chairman Gadsby has retired to the isolation booth. 
I think it will be obvious, as I read these questions, that he was not 
briefed in advance. Certainly, the chairman of this meeting was not 
briefed in advance about some of these questions. 

Good luck to you, sir. [Laughter.] 

Mr. Gapssy. I was afraid of that. [Laughter.] 

Mr. Srutrs (reading): 


In the event that 10 individuals decide to form a small-business investment 
company would these 10 individuals, who are all equal investors, be required 
to file an SEC prospectus? 

Mr. Gavssy. Not if an exemption is available under section 4 (1) 
as a private offering. 

Mr. Sruuts. That exemption is available under what circum- 
stances, Mr. Chairman? 

Mr. Gapssy. I went into that at some considerable length in the 
course of my talk, I think. 

Mr. Sruuts. Allright. Now, that brings up one thing I was going 
to hold until the end. The question was asked whether copies of 
a address will be available for distribution to those who desire 
them. 

Mr. Gapssy. I think they are, Mr. Stults. I think that copies 
have been made available to the AMA and will be available for dis- 
tribution at this noontime. 

Mr. Srutrs. All right; fine. 

I would like to announce that both Senator Sparkman’s speech and 
Mr. Gadsby’s speech will be placed on your tables, rather than left 
outside. It is felt that that will facilitate matters here. Will those 
wf you who do not find such material on your desk please get in touch 
with the staff of the AMA. They will make sure you get them. 
‘Lhere will be a sufficient number available. 

Mr. Gapssy. I might say, if the supply runs short, we can easily 
manufacture more. 

Mr. Srutts. Thank you. On this same point, there is a reporter 
for the committee present who is taking down not only the prepared 
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statements, but the question-and-answer period.~ The committee 
hopes to publish this in the form of a committee print. Probably it 
will not be available, however, for a month or 6 weeks. Any of you 
who are interested in receiving it should contact the Senate Small 
Business Committee in Washington. 

Now: 

Under the proposed N-5, will an offering circular be required where negotiations 
for sale of stocks of not more than $300,000 is had with less than 100 individuals, 


separately or at a meeting of the group, and all such individuals residing in the 
same State? 


Mr. Gapssy. Well, that question involves a number of answers. 
In the first place, it doesn’t make any difference whether they live 
in the same State or not, because the intrastate exemption is specifi- 
cally not available. Whether the offering constitutes a public offering 
again under the 1933 act is a matter of fact to be determined in con- 
nection with the particular situation. Under the 1940 act, as I have 
stated, the provisions of the act a ae exempt an investment 
company which has less than 100 securityholders and does not intend 
to have any public offering of the securities. There, again, the ques- 
tion of public offerings is a matter of fact, as I have said before. 

Mr. Sruuts. Thank you. [Reading:] 


Is an exemption under the section E limited to one issue each year? 


Mr. Gapspsy. I believe it is. 
Mr. Struts (reading): 


Is there any limitation 


Mr. Gapssy. I might say I am not sure of that. I may be wrong. 
But, from the analogy drawn with regulation A, I would assume that 
it would be so limited, particularly since our present form contem- 
plates the limitation to $300,000. 

Mr. Struts. Well, let us follow up on that: 

If that constitutes any serious barrier, would the SEC be willing to recommend, 
perhaps, to Congress a change in that exemption? 

Mr. Gapspy. No such recommendation would be necessary. 

Mr. Sruuts. You could do it 

Mr. Gapssy. It is specifically contrary to the provisions of section 
3 (b), which is a congressional limitation of $300,000. There is no 
limitation in section 3 (c) as to amount, and the present regulations 
which we have put out have merely drawn an analogy between regula- 
tion A and regulation E and established that limit. If it proves that 
the industry needs a higher limit, we may do so under section 3 (c). 

Mr. Struts. So that would require no legislative action. 


What will be the limitation, if any, on the insiders’ stock? 


Mr. Ganssy. I am afraid I don’t quite understand the question. 

Mr. Sruuts. Well, I felt, as chairman of the session, a responsibility 
to read the question. You now have some idea of what, at least, one 
of the registrants is thinking along these lines. [Laughter.] 

Mr. Gapssy. Well, I suppose that, if the small-business investment 
company is subject to the 1934 act, it would be subject to section 16 
of the 1934 act, and if the provisions of that section are applicable, 
any officer, director, or holder of more than 10 percent of its outstand- 
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ing equity securities would be required to report in accordance with 
that section. That is my immediate reaction to the question. 

Mr. Struts (reading): 

Is the registration with SEC necessary for a small-business investment company 
where the sale of stock is by personal solicitation? 

Mr. Gapssy. Well, personal solicitation or any other kind of 
solicitation, it doesn’t matter. I suppose all solicitation is personal, 
when you come right down to it. It is a question of how re 
whether the offer is made to the general public—whether a public 
offering is made. Now, I don’t care how it is made, as I said before. 
If it is made to the public, it is a public offering. 

Mr. Strutts (reading) : 

When a registered investment company qualifies under the new act, does it 
lose its exemption from full registration under the 1933 act, and also under 
regulation A? 

Mr. Gapssy. May I have that question again? 

Mr. Stutts (reading) : 


When a registered investment company qualifies under the new Small Business 
Investment Act, does it lose its prior exemption from full registration under the 
1933 act, and also under regulation A? 

Mr. Gapssy. I think that a comparison of regulation E with the 
exemptive provisions under both the 1933 and the 1940 acts will 
show that the exemptions available to the small-business investment 
companies are considerably broader. Consequently, I don’t see how 
it would interfere with previously acquired exemptions. 

Mr. Stutts. They are not mutually exclusive then? 

Mr. Gapssy. No; by no means. 

Mr. Struts (reading) : 


What possibility do you, as Chairman of the SEC, envisage for increasing the 
$300,000 regulation A limit? 


Mr. Gapssy. That is really not pertinent to this subject, since 
regulation A is not available to these companies. However, I may say 
that not only is the increased exemption under section 3 (b) a part of 
our legislative program introduced at the last Congress, but I know of 
no reason why it shouldn’t be a part of the program which we will 
introduce in the next Congress. Furthermore, a separate bill provid- 
ing for such amendment to section 3 (b) was adopted by the Senate, as 
I recall, in the last Congress, although the House took no action. I 
see no reason why it shouldn’t come up again at this session. 

Mr. Srutts (reading): 

Mr. Chairman, is the money loaned by the SBA to a newly formed small- 
business investment company included when determining the amount of the 
offering for purposes of determining exemptions under the act? 

Mr. Ganpssy. I wouldn’t think so; no. The SBA money is a loan; 
it is a separate issue. It would not be part of the issue that was 
offered to the public, and, of course, our interest is only in the public 
issue. 

Mr. Struts (reading): 

Will it be necessary for a small-business investment company to register with 
the SEC in a situation where individual investors form a company, furnish the 
entire $300,000, and use no mail for public offering? 
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There is a further note at the end: 
Must it register, other than notify the SEC? 


Mr. Gapssy. If no public offering is involved of the securities 
under section 4 (1), it is not a public offering, and, consequently, is 
exempt from the jurisdiction of the SEC, and, as a matter of fact, no 
notification is necessary. Of course, the individuals concerned take 
their chances that the exemption is available. [Laughter.] 

I might say, to be perfectly serious about it, that we have a talented 
and experienced staff in Washington. Our telephone number is 
Sterling 3—-7600, and we will be very happy to answer any questions as 
to any particular situation where there is a question of whether an 
exemption is available or not. We do it all the while. 

Mr. Srutts (reading): 

How will the SEC determine the ‘sound value” or the conversion rate of 
small-business investment company debentures? 

This query wonders if the words, “not less than book value’’ would 
not be more practical to administer. 

Mr. Gapssy. I think probably that book value would be very 
important in considering whether it is a sound value. The question 
in my mind is whether the SEC has any jurisdiction over it. I think 
that we might require, from our point of view, that the facts be stated 
upon which the investor could determine for himself whether it is a 
sound value. But I think perhaps that is more in the sphere of 
administration of the Small Business Administration than of ourselves. 

Mr. Srutrts (reading): 

Is there a possibility that there will be a new exemption for the convertible 
debentures of the small-business investment companies, in view of the difficulty of 
having private placements of such securities under the present state of the law? 

Mr. Gapssy. We have not considered that question to date. I do 
not know whether we would care to—certainly, we would not care to 
commit ourselves at the present t me. 

Mr. Srutts (reading): 

Will the requirement of the Small Business Investment Act of 1958 that small 
business concerns purchase stock of the investment company when it sells it 
debentures prevent the offering of investment companies from being private 
offerings? 

Mr. Gapssy. That is a point that I alluded to when I said that 
that provision offered certain difficulties under the 1933 act. I 
frankly would rather not answer the question, because it is much too 
technical and fraught with too many difficulties. 

Mr. Srutts. You feel that that is something on which the SEC 
would require a legislative mandate? 

Mr. Gapssy. We might be faced with the necessity, eventually, of 
legislative clarification of that point. I don’t know. It depends on 
how the thing develops. As Senator Sparkman pointed out, the 
system is in a highly nebulous and experimental state, and I assure 
you that the Securities and Exchange Commission is extremely 
anxious to see that the legislation is workable and effective in ac- 
complishing its stated ends. 

Mr. Srutts (reading): 


What are the expected limitations on debt-equity ratios in the small-business 
investment company? 
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Mr. Gapssy. As I said before, the act specifically exempts small- 
business investment companies from the limitations of the Invest- 
ment Act of 1940, and, as I specifically stated, that leaves it up to the 
SBA to make sure that the financial structure of these companies is 
sound. It is no longer under our jurisdiction. 

Mr. Stutts (reading): 

Are there any contemplated restrictions on underwriting and brokerage com- 
missions in connection with the sale of securities of small-business investment 
companies? 

Mr. Gapspsy. None stated. 

Mr. Srutts. I beg your pardon? 

Mr. Gapssy. There are none stated. 

Mr. Struts (reading): 


Would the 1940 Investment Company Act prohibit small-business investment 
companies operating as open-end investment companies from obtaining SBC 


loans? 

Mr. Gapsspy. That is something you will have to ask Mr. Barnes. 

Mr. Srutts. I might say that my fellow chairman and I have 
taken a certain responsibility on some of the questions which have 
been sent forward, where we have felt that Senator Sparkman or 
Shairman Gadsby were not the proper officials to ask—we have held 
them back and we will be loaded for bear when Mr. Barnes comes 
tomorrow, since most of these that have been set aside apply to SBA 
operations. 

A final question here: 





The Small Business Investment Act requires semiannual reports from companies 
which have sold convertible debentures to the small-business investment com- 
panies. Must these reports be reviewed by the SEC as well as the SBA? 


Mr. Gapssy. I doubt it. There is no present provision for extend- 
ing the filing requirements for listed securities or for securities put 
out in filings under the 1933 act to these securities. In fact, you will 
recall that the 1934 act, with respect to securities put out in connec- 
tion with a 1933 act filing, applies only to issues of more than $2 
million. Therefore, I doubt very much that we would be interested 
in these particular filings. 

Mr. Srutrs. Do you have any closing comments to make, Mr. 
Chairman? 

Mr. Gapssy. None whatever, except to express again my apprecia- 
tion to you gentlemen for your courtesy in listening to my rather 
long-winded explanations. 

Mr. Sruurts. I think perhaps the registrants would like to express 
their appreciation to you now, Mr. Chairman. [Applause.] 

This concludes the morning session. We will reassemble in this 
room promptly at 2 o’clock to begin the afternoon session. Thank 
you. 

(Whereupon, at 12:20 p. m., the conference was recessed, to re- 
convene at 2 p. m. the same day.) 


AFTERNOON SESSION 


Mr. Srutrs. Gentlemen, for you businessmen we have a real treat. 
We have four men who are not at the public trough. They are 
taxpayers themselves. They are businessmen. They are people who 
are going to talk to you this afternoon about what the new act means 
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to them, and each one of them typifies a different one of the occupa- 
tions. 

The listing, as you look up here in front—I thought at first it 
sounded like a good Madison Avenue firm of Olson, Linton, Noone 
& Diebold, but then I wondered if a very good political satirist might 
not make it a catch phrase harking back to the old days of Martin, 
Barton, and Fish. We have Olson, Linton, Noone, and Diebold on 
our panel this afternoon. 

We are going to follow the procedure of not having question periods 
until all four of these gentlemen have completed their presentations. 
They have promised to do that in a 2-hour period. We will then 
have a break, and at least an hour for you to ask questions of the 
various panel members. So, as you write out your questions this 
afternoon, would you indicate to which member of the panel it should 
be directed, or perhaps you would prefer to have the entire panel 
answer. Your question may be such that the entire panel may address 
itself to the question. 

Our first speaker is Mr. Harold G. Olson, who is assistant vice 
president of the Northwestern Bank of Minneapolis. The AMA, 
and those of us on the panel, are most grateful to Mr. Olson for coming 
all the way East to speak to us of what the Small Business Investment 


Act of 1958 means to him as a commercial banker. 
Mr. Olson. 


STATEMENT OF HAROLD G. OLSON, ASSISTANT VICE PRESIDENT, 
NORTHWESTERN BANK OF MINNEAPOLIS 


Mr. Ouson. Mr. Chairman, ladies and gentlemen, first of all, I 
would like to say, on behalf of Northwestern Bank and myself, it is 
a real pleasure for us to have an opportunity to come here to outline 
some of our thinking on small-business financing problems in general, 
and specifically, of course, of the possible application of this new act 
to a bank’s entrance in the field as an investment company. As a 
little background which might be helpful to you, I thought I would 
tell you a little bit about our bank and its setting. 

Our deposits at the present time are a little over $450 million; our 
loans are about $225 million; capital and surplus, about $32 million; 
and total capital accounts, just over $40 million. We are, as you may 
be aware, part of the Northwest Bancorporation group, which is a 
bank holding company. The total deposits of the Northwest Bancorpo- 
ration are about $1.7 billion, so we make up just a little less than a 
third of the bank holding company in terms of deposits. 

We are the largest bank in the Ninth Federal Reserve District, 
which comprises Minnesota, North and South Dakota, Montana, 
northern Wisconsin, and the Upper Peninsula of Michigan. 

I give you this background to give you some sort of an idea as to 
the area in which we operate. It does have some characteristics that 
I think are unique to our own territory. 

When we gave a little thought as to how we would present our 
picture here for this group, we thought there might be two avenues— 
one would be to get into the technical aspects, which would involve the 
tax implications, the statutory problems, and so on. But we rather 
determined that it might be more helpful if we would sort of sketch 
for you the evolution of our thinking on this legislation. 
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First of all, we followed the legislation with a great deal of interest 
and, when the law was finally enacted, we were very much aware of 
the interesting possibilities that it held for banks in general. 

Then, in mid-September, the local SBA office in Minneapolis and 
the Minneapolis Chamber of Commerce cosponsored a group meeting 
similar to this one. That marked the first time, incidentally, that 
Mr. Barnes had spoken publicly on this act after its enactment. 
After this conference, we were able to spend some time with Mr. Barnes 
and his associates, informally, and we came away from that gathering 
feeling that we could operate an investment company profitably. 

On September 18, John Moorehead, president of our bank, an- 
nounced to the press that Northwestern National Bank intended to 
form a small-business investment company, and he said: 

The bank feels that there is and has been for many years a need in the Minne- 


apolis area for a source of long-term loans and equity capital to small-business 
concerns. 


He also said: 


We believe in the objectives of the act and, to the extent we are permitted 
under the banking laws, we will do all we can to meet them. 

Now, after hearing Senator Sparkman this morning tell you about 
the great needs in the field, I felt there wasn’t much reason for my 
coming up here, but, I was happy to hear him say he was anxious to 
see banks get into the investment business. 

Before reaching the decision on whether or not we were going to 
go into the field, we did what most all of us are accustomed to doing 
on any business decision, we weighed on one hand, as we saw them, 
the positive factors, and, on the other hand, the negative factors. 
And, what I would like to do at this time is sort of review our think- 
ing—thinking out loud, if you will—and give you at least our slants 
on which are the most important pluses and minuses as far as the 
bank is concerned. 

We have listed five plus factors. And, bear in mind, that these 
are necessarily arbitrary breakdowns, because they are all interrelated, 
and I am not sure really whether the order in which they are listed is 
consistent with their order of importance. 

First of all, we would say that a proposed bank-investment com- 
pany can be of specific help to specific companies in need of this type 
of financing. One of the most gratifying experiences in banking is to 
be able to help a well-conceived, well-managed company grow. But 
as that company grows, and the better the job it does, the more in- 
evitable it is that it will reach a point when it is in need of additional 
long-term or equity capital, and that is the time that the banker 
usually has to have the proverbial heart-to-heart talk and point this 
out to the principal owner of the company. Very often the outcome 
of such a talk results in the arranging of some kind of term financing. 
I am thinking now of a specific case of a customer of ours in the steel 
fabricating business. Some time ago he reached this point where he 
needed additional capital. In this particular case, we were able to 
= him to an insurance company and arrange a 12-year term loan 
or him. 

And, we can’t forget that during the course of this he said over and 
over again, “‘I just don’t understand you bankers. I am a good cus- 
tomer of yours. I have had a successful company. But when I 








36 BRIEFING ON THE INVESTMENT ACT 


really want to borrow some money, you take me somewhere else to 
et it. 

So, this is one of the problems that we run into day by day. How- 
ever, this is an unusual case in the sense that we were able to take 
care of him. We could take him to an insurance company, but, of 
course, there are any number of companies that, because they don’t 
have the past history to satisfy an insurance company committee, 
can’t qualify for that kind of loan. 

Secondly, very often the size requirement is such that an insurance 
company or other institutional investor is not interested in it. 

I think that this particular company I am thinking of is a good 

illustration re this act, because this fellow, the owner of this company, 
has sold some of his common stock from time to time and, as a matter 
of fact, is hopeful of having his stock publicly owned some day; but, 
because of the size of the company and the expense of floating an 
issue of common stock, he has not been able to do so as yet. 
+ Now, this type of bank customer need not be thought of as par- 
ticularly unique in our area, when one considers the facts brought out 
by the Federal Reserve study on loans to small businesses, to which 
Senator Sparkman referred this morning One of the purposes of the 
study was to show the changes in loans from 1955 to 1957, but the 
part that we are interested in was—and this was pointed out by 
Mr. Oscar Litterer of the Minneapolis Federal Reserve Bank—was 
that approximately 86 percent of all loans outstanding on the par- 
ticular date that the study was taken were to businesses with assets 
of less than $250,000. In terms of the definitions that we are used 
to working with now on what is a small business, by industry category, 
he found that over 50 percent of the bank loans in terms of numbers 
were to small businesses, and of the total dollar volume, about a third 
was to what we would classify as small businesses. 

In addition to this, we have received some figures from the Minne- 
sota securities commissioner on. the applications for public financing 
in the last fiscal year, and we find that over 70 percent of the issues 
registered with the commission were of less than $250,000 in size. 

Now, here, too, are examples of people who have been able to 
arrange financing, but the number involved in this Minnesota regis- 
tration is small, and, obviously, the cost of raising money by this 
method is relatively high, as was pointed out in the SEC study. 

Now, the second plus factor we would like to talk about is the public 
relations aspect. Here it seems to us is a chance for a bank to literally 
illustrate to his business community that he is willing to lay something 
on the line to aid deserving small-business men. All of us in the 
banking business pay a lot of lip service to this sort of thing, but here 
is a chance to show the businessmen we really mean to do a job for 
them. Now, this public relations aspect, believe me, can’t be con- 
sidered an end in itself, because I would suggest that it would be an 
expensive way to do one’s advertising. 

The third positive factor, and, perhaps, this ought to be No. 1, 
in the investment-for-profit motive. We think that banks can make 

rofits at such a venture, and I would like to get back into this a 
ittle more specifically later on. We need not work out the arith- 
metic to illustrate that in the kind of company one would hope to 
invest in, the value of the equity grows an awful lot faster than the 
interest paid. 
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Then, another plus consideration that we have thought of is aid or 
stimulation to the community. It is, undoubtedly, true that the kind 
of constructive help to small businesses engendered by this act in a 
given community will, first of all, attract new business and new people, 
and, with these eventually bank deposits. The correlation between 
population and bank deposits is well known to all of us, and, undoubt- 
edly accounts for the reason that banks spend 20 to 30 percent of their 
advertising budgets on institutional-type advertising. 

Then, the fifth item, and this, of course, would be unique to banks— 
this is really the only avenue available for banks to get into the field of 
equity ownership. Well, so much for the positive factors as we have 
looked at them. I am sure there are others, but these at least have 
been high on our list and in our thinking. 

Now, we would like to take a look at some of the negative factors 
that have come to our minds, and there seem to be more and more 
cropping up every day. [Laughter.] 

First of all, the most obvious one seems to be the misconception 
about this whole field that will inevitably arise in the minds of our cus- 
tomers and people in our trade area. Since our September 18 news 
announcement, we have received all kinds of inquiries, many of which 
shouldn’t be related to the Small Business Investment Act, to say the 
least. I would just like to quote one sentence from a letter we re- 
ceived from a gas-station operator in a small town. He said, among 
other things, “I have been in the gas service-station business for 9 
years here and borrowing and repaying always keeps me broke.” 

e have had a number along this same line, so we are very much 
aware that careful presentation of the ground rules is going to be 
essential to reasonable understanding of what we are trying to 
accomplish. 

Along this same line, I might say that one of the things that has sort 
of added fuel to this is the factor of a lot of news releases, a lot of 
publicity, and a lot of statements not detailed or complete enough to 
really give the true picture. So, this is one problem we know we are 
going to have to face. 

Secondly, it seems to us that a bank’s working relationship with an 
investment company is going to place a maximum premium on 
completely fair judgment by loaning officers as to which situation 
constitutes a bankable loan on the one hand, and, on the other hand, 
which belongs in the category of needing an equity-type loan. I am 
sure that all loaning officers will agree that it is a rare bird, indeed, who 
will acknowledge that he needs long-term or permanent capital in his 
business. This situation is most likely to arise where the successful, 

owing company is concerned. As I said before, these are the very 

usinesses that are going to have this need, and we feel that it is very 
liable to cause apprehension on the part of the principals involved and 
ossibly strain banking relationships that have been built up over a 
ong period of years. 
hen, the third area of concern ties in fairly closely with the one I 
have just mentioned, and that is that, if we look 5 years ahead, the 
successful company that has issued convertible debentures, and has 
had the advantage of this type of financing may well look back and 
speculate as to whether or not he really should have given up that 
equity position, or the portion of his equity that he did give up. So, 
this is another thing that is going to have to be handled awfully 
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tactfully, to say the least. I suspect that this is always true of a 
growing company that has given up its equity, but, of course, it is 
much highlighted when the banker becomes both a lender and an 
an investor. 

I don’t mean to imply when I use the term “the banker’ that the 
investment company and the bank shall be one and the same. These 
are rather figures of speech. Obviously, we would intend to have our 
investment company offices without our bank. It might possibly be 
in our bank inline. but certainly not in the bank proper. Now, I 
am sure that there are other disadvantages that I have not mentioned. 
But, as I say, again, these are the ones that seem most important 
to us. 

Now, since I was asked to do this, I would like to switch for a few 
moments to the act itself and the preliminary regulations that were 

ublished. I understand that the final forms are out and I didn’t 

ave the benefit of seeing them before preparing, so I trust that some 
of these have been corrected. I don’t suppose there is any doubt in 
the minds of Mr. Barnes and his associates that the most popular 
indoor sport in the country has been criticizing the regulations as 

ublished. There are some what we think we ought to comment on. 

rankly, we were both surprised and a little disappointed in the 
proposed regulations as received. Most of the areas of concern are 
technical and they are not unique to banks and get into the realm of 
legal interpretation, so 1 won’t get into the details. But I would like 
just to highlight a few. 

First of all, we think—we can’t overestimate the importance of 
the conflicts that may arise between the various statutes and agencies. 
Obviously, the SEC is one problem and we are here as much to learn 
as anything else and we were happy to hear the presentation this 
morning. 

Secondly, the problem with the Internal Revenue Service re the 
personal-holding-company conflicts needs clarification. 

And, thirdly, is a problem that is rather unique to us because there 
are not many bank holding companies, but we have run into some real 
snags with the conflict between the Bank Holding Company Act of 
1956 and this new act. You might be interested to know that at this 
time, at least under the present interpretations of the Bank Holding 
Company Act of 1956, no major banks in the Twin Cities of Minneap- 
olis and St. Paul can effectively form an investment company under 
the act. We, at the present time, are giving consideration, and it 
looks to be our best solution to having the Folding company itself 
form the investment company. At least at this time, we are thinking 
along those lines. However—just to throw this out for thought—one 
of the problems we run into under this circumstance is that under the 
Bank Holding Company Act a holding company cannot own more 
than 5 percent of the common stock of a company. So, the problem 
would fe that if we purchase convertible debentures and they are 
converted and the stock ownership, perhaps, amounts to 10 percent 
of a company, immediately on conversion into the common stock we 
are in violation of this act. So, certainly, further work has to be 
done in this area. 

Then, in the proposal form as published, we felt that general liberal- 
ization was in order. We feel it is difficult for any company to 
specifically outline the things that were asked for in the proposal, 
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and still retain any kind of operating flexibility for the years ahead. 
Such things as how are we going to raise additional capital and that 
sort of thing we thought were much too stringent. 

Then, in the regulations themselves, we feel that the 49 percent 
maximum ownership of an investment company by any companies or 
individuals of a like group was unreasonable and we would assume that 
the SBA is going to be very liberal in its exemptions, which they can 
do under the terms of the regulations as published. 

Then the condition that the equity ownership may not exceed the 
aggregate amount of funds invested by individuals seems to us to be in 
direct conflict with the intent of Congress in that the funds were really 
made available for equity-type investment. 

We feel that the restrictions set forth which say that all terms, pro- 
visions, and conditions imposed by a licensee in connection with the 
purchase of convertible debentures shall have the prior approval of 
SBA, virtually takes this out of the hands of a private venture and 
throws it back into the lap of a Federal agency. We suspect that 
this one item, unless changed, would keep a lot of people out of the 
investment business. Then, in terms of the restrictions as to which 
companies would qualify for a loan, we think that the restriction that 
its stock may not be traded over the counter should have no bearing on 
it. And, also, as to whether or not it had raised $100,000 within the 
last 5 years should have no bearing. Further, contrary to the regula- 
tions, we think it would be healthy for any investment company which 
doesn’t have trained personnel available to consult with investment 
counselors. 

So much for the regulations. I am sure that much more will be 
said about them by others on the panel and others at this meeting. 

Now, in summary, I would like to get back to what we would call 
specific or operating advantages that we think a bank might have 
going into this field. 

I would like for you to assume with me for a few minutes that the 
technical problems that we have talked about can be solved or at 
least modified to a sufficient degree that a bank could reasonably form 
an investment company. Now, under this classification of specific 
or operating advantages, first, I think, would be the fact that trained 
loaning officers are available, either to be utilized directly or on a 
consulting basis. And to further supplement this, we feel that the 
utilization of, for instance, trust department officers in the investment 
division of the trust department, with their background in equities 
and markets in general would certainly be a plus factor for a bank to 
utilize. Along this same line, we are thinking in terms of retired bank 
officers, who could be utilized very readily, and this is one area that 
we have given very serious thought to. 

Secondly, in the case of applications for loans from existing cus- 
tomers, there would already exist a thorough knowledge of the 
business, of the products, and of the capabilities of the management, 
and this would certainly reduce the overhead, so to speak, by allow- 
ing a bank investment company to consummate a loan in much less 
time than the amount normally required. 

In the instance of applicants who are not customers of the bank, 
it would provide an unusual opportunity to form a lasting banking 
relationship so that the bank would enjoy this collateral advantage 
not applicable to other investment companies. Also—and I think 
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this is something that is intangible but very important—banks can 
offer to prospective borrowers, or issuers of debentures, all the other 
bank services that are usually readily available in most banks. This, 
it would seem to me, would induce people to go to bank-investment 
companies where they are formed and it would give the bank-invest- 
ment company a chance or a look at more investment opportunities 
than the average company would have, and, certainly, ought to lead 
to better selectivity. At the same time, I might point out that this 
could lead to some problems again in that, if the bank itself is too 
closely thought of with the investment company, those people who 
might be turned down for loans, might then hold the bank responsible. 
So this certainly, again, would have to be very tactfully handled. 

Well, this has been a rough sketch of our thinking on the act and 
the problem in general, and I assume that this approach that we have 
taken has raised a lot of questions in people’s minds. Frankly, there 
are an awful lot of questions that we are far from satisfied on, and, 
needless to say, there are some formidable obstacles in our path, but 
we do feel that over a period of years if such a company could be 
formed, it could prove to be a most satisfactory investment for our 
bank, both in terms of tangible and intangible profits. 

Thank you. [Applause.] 

Mr. Srutts. It is sort of fun to find out what goes on inside’ of a 
banker’s mind; isn’t it? 

Our second speaker this afternoon will speak from the point of view 
of an investment banker. We will find out from him just how the 
Public Law 85-699 affects his present operations, what his own think- 
ing is in terms of opportunities under the new act. 

Mr. Robert Linton is a partner in the firm of Burnham & Co. here 
in New York, and is our next speaker. [Applause.] 


STATEMENT OF ROBERT E. LINTON, PARTNER, BURNHAM 
& CO., NEW YORK, N. Y. 


Mr. Linton. I am glad you emphasized the word “investment 
banker” because I hear these discussions go on and I see the shadow 
of a little new competition coming back from our friends over here. 
{Laughter.] 

Public Law 699 has been provided by Congress expressly to supply 
the much discussed missing link in the financing of small businesses. 


The policy of Congress, as outlined in section 102 of the act states as 
follows: 


It is declared to be the policy of Congress and the purpose of this act to improve 
and stimulate the national economy in general and the small-business segment 
thereof in particular by establishing a program to stimulate and supplement the 
flow of private equity capital and long-term loan funds which small business con- 
cerns need for the sound financing of their business operations and for their 
growth, expansion, and modernization and which are not available in adequate 
supply: Provided, however, That this policy shall be carried out in such a manner 
as to insure the maximum participation of private financing sources. 


With this objective in view, Congress has provided a new financing 
tool which is supposed to be fitted out with sufficient incentives to 
channel funds by one means or another from the public into the treas- 
uries of small businesses. The main purpose of my discussion today 
is to examine this tool and to see whether or not it fits the investment 
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bankers carpenter’s bench, and, if so, how it can be used and what are 
its strengths and weaknesses. 

I think it is a fair statement to make that one of the groups most 
cognizant of the need for a new type of small-business financing is the 
investment banking fraternity. In the normal course of operating 
an industrial, new business deal, or whatever-term-you-choose 
department, one regularly runs across businesses which are not yet 
ready for public financing, do not lend themselves to private place- 
ment, yet appear to be only one financial stage away from one or the 
other. These companies often need permanent-type money to allow 
them to grow, yet are unable to accomplish this objective through 
regular financial channels now available. The very fact that invest- 
ment bankers are already screening many applicants which would 
qualify for an interesting SBIC loan should create a normal relation- 
ship between an existing investment banking firm and newly created 
SBIC’s. 

Specifically, there are three principal areas of interest for the invest- 
ment banker relative to this new law. One, the possibility of par- 
ticipating directly as a principal in an SBIC. Two, the ability to act 
in an advisory capacity to one or more SBIC’s. Three, the oppor- 
tunity to act as an underwriter for an SBIC which desires to sell its 
shares to the public. 

Let us investigate these subjects in some detail. I believe the 
most important of these three areas is the possibility for an investment 
banker actually to form his own SBIC, either via participation on a 
firm basis, or as individual participants. This belief stems from the 
conviction that, if this program is to be successful over the long run, 
the owners of an SBIC must be able to have a real profit inducement. 
Those of us who have worked on the formative stages of this program 
have divided ourselves into two teams, the pro bono publicos and the 
profit incentives. I am a strong believer that the latter philosophy 
must prevail if the intent of the law is to be met and dollars actually 
flow to small-business coffers. I hope it is fair to assume that I am 
not the only person in this room who is interested in making money. 

Now, where will this profit come from? 

It looks to me as though, at least in the early days, an SBIC will, 
at best, be able to break even on a day-to-day basis. Certainly 
there will be an interest spread between the cost of money and the 
rate on loans made, and, of course, this can be supplemented by fees 
of various types. But one must remember that for each loan made 
many will be turned down, and the costs of investigations are there, 
loan or no. 

As to the interest spread, it is interesting to note that in Senator 
Sparkman’s remarks this morning he suggested that the borrower 
might be able to borrow at 5 percent. Even so, the cost of money 
to the SBA is 3% percent, or very close to that. So there is no great 
interest spread, as we see it, that is going to be available in this 
program. 

Anyone with experience in the field of small-company finance can 
attest to the fact that it is as expensive to do a sniall deal as a big one. 
So, then, where is our profit incentive lurking? Obviously in the 
section that provides for convertible debentures as the method of 
lending. This is in section 304 (b) (3) which provides that capital 
shall be provided by a company to a small business concern under this 
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section only through the purchase of debenture bonds which shall be 
convertible at the option of the company or a holder in due course up 
to and including the effective date of any call by the issuer into stock 
of the small business concern at the sound book value of such stock 
determined at the time of the issuance of the debentures. 

Here, then, is our profit key—convertible debentures which must 
increase in value sufficiently to reward the SBIC participants. 

I think this would be a good time to digress a moment and delve 
into a bit of detail concerning the conversion price referred to above 
as sound book value. These three little words were dropped by 
Congress into the lap of the SBA, and I think Wendell Barnes and 
his crew are to be particularly congratulated on the interpretation 
at which they are arrived. The following is quoted from SBA text 
which was used in preparing operating rules: 

Regulations have been tentatively adopted which indicate our policy is not to 
look upon the term “sound book value” as being synonymous with either the 
term book value as it is generally regarded in accounting context nor with such 
terms as fair market value, appraised value, or actual value, or other similar 
concepts. Rather we incline to regard the term for the express purpose of the 
act and consistent with good administration thereof to have its own meaning more 
closely that of total value which should be arrived at through a consideration of 
all pertinent factors, including the actual value rather than book value of the 
assets of the issuer and the relationship of the earnings of such issuer to the amount 
of its invested capital. In other words, we are taking the position that sound 
book value is not a figure that can be arrived at by a formula of general appli- 
cability to all interests of all sizes in all industries, nor even by a formula of particu- 
lar applicability to a given unit size in a particular industry. This is because 
each enterprise has at least as many individual characteristics incapable of broad 
classification as are represented in the diverse skills of its management, and as 
are potential in its own niche in the constantly changing economic panorama. 

Sound book value should rather be deemed for the broad purpose 
of the act to be a matter for negotiation between the small business 
investment company and the small business concern, taking into con- 
sideration all pertinent factors, including but not limited to (1), the 
earning capacity of the company in relation to invested capital; (2), 
the nature of the business, its products or services, history of the 
enterprise, its plant facilities and management with regard for recent 
management changes; (3), current and prospective economic condi- 
tions in the particular industry and success of past and prospective 
competition ; (4), management succession potentialities and compen- 
sating factors for posits loss of present management; (5), the analy- 
sis of operating and nonoperating assets; (6), the rights of holders of 
various classes of securities; (7), the analysis of detailed income state- 
ments for 5 years or more and for a representative period immediately 
prior to the appraisal, separating recurrent from nonrecurrent items 
of income and judging deductions from income in terms of percentage 
of sales of major expense items including raw materials and supplies 
for manufacturers, and cost of purchased merchandise for merchants, 
utilities services, insurance, taxes, depletion, or depreciation and in- 
terest; (8), the dividend-paying capacity of the enterprise; (9), pres- 
ence of goodwill usually determinable by excess of earnings over and 
above a fair return on net tangible assets and its value, such as excess 
capitalization at an appropriate rate; and, (10), the size of the block 
of stock to be issued upon conversion ‘of debentures in relation to total 
amount outstanding, controlled blocks possibly justifying a higher 
value than minority blocks. 
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These details, in my opinion, show guile an insight into the invest- 
ment banking business, and, particularly, into the problem of financing 
small companies. 


This interpretation, then, clearly leaves the way open for an SBIC 
to create debentures with a conversion price which is realistic and 
which offer the chance of profitable equity participation in the borrow- 


ing company, providing the SBIC can also find a way to realize this 
profit when it is created. 

This leads us to the next important subject in seeking out a profit 
via an SBIC. At some point marketability must be provided, either 
for the convertible debentures themselves or for the common stock 
which can be created therefrom. Working this point backward, 
then, it is apparent that the management of an SBIC, which is an 
investment-banking-type operation, must concentrate to make loans 
to companies where public financing in some manner can be hoped for 
at a later date, preferably within 3 to 4 years. One might easily 
conclude that this would impose a severe limitation on the number of 
small businesses to which a loan might be forthcoming. This is true 
where our basic premise that a direct profit is the motive for forming 
an SBIC. There are, of course, other types of SBIC’s than the one 
in which investment bankers will participate which will have other 
motives. 

For instance, the banks, which we have just heard about, and also 
various trade associations, which may have other reasons. 

If we assume that we are going to seek these neophytes which we feel 
will be candidates for public participation at a later date, we must then 
ask ourselves what sort of businesses are they in, where will we find 
them? The size, unfortunately, is somewhat outside our realm of 
choice, since we must abide by the SBA definitions of a small business. 
And I will just run through those. 


“Small-business concern’? means one which is independently owned and 
operated and not dominant in its field of operation. A parent company must be 
considered together with all of its affiliates in determining its eligibility as a 
small-business concern. If a concern is a wholly owned subsidiary of another 
concern or is under the control or the potential control’of another concern other 
than a small-business investment company, it shall be considered an affiliate, and 
@ concern may be an affiliate of another concern if both are owned or controlled by 
a third party other than a small-business investment company. On a prima facie 
basis, a concern shall not be considered small if its stock is traded on an exchange, 
whether the exchange is registered with the Securities and Exchange Commission 
or is exempt. On a prima facie basis, a firm shall not be considered as small if its 
stock has an over-the-counter market. 

Private sales made without a broker-dealer as an intermediary will not be 
considered sales constituting a public market. A concern shall not be considered 
small if it has at any time within the past 3 years sold its securities through a 
public offering, whether or not registered under the rules and requirements of the 
Federal Securities and Exchange Commission for gross proceeds in excess of 
$300,000. A concern which has no stock, such as a partnership or proprietorship, 
or a corporation, the stock of which is not traded on an exchange or over the 
counter, shall not be considered as small if its total assets together with all of its 
affiliates amount to over $5 million, or if its total income after taxes, together 
with all of its affiliates, has averaged over $150,000 per annum during the past 
preceding 3 years as reported to the Internal Revenue Service. A concern which 
claims that it is small, notwithstanding the foregoing provisions, may apply to the 
Small Business Administration, using SBA form 355, for certification as a small- 
business concern, Even though its stock has been sold through broker-dealers, 
& company may submit data as to the number of transactions, the number of 
shares sold, and the number of shares transferred without consideration to support 
its claim that its stock does not have an over-the-counter market. Upon certifica- 
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tion, a concern shall have the status of a small-business concern for the purposes 
of the act and these regulations. 


I think it is particularly important to note here the words “not- 
withstanding the foregoing provisions.”” In studying these rules, you 
will find the SBA has left themselves in many cases the ability to 
rule individually on cases where they believe there is merit for making 
an exception. 

Well, these rules, then, clearly limit the size of the company to 
which we may make a loan. But, in addition, the law limits us to 
using 20 percent of invested capital per loan. 

Here I must digress, again, to discuss the size of the SBIC’s to be 
formed. One of the basic corollaries to any theme that a profit motive 
must be present to induce an investment banker into participation in 
an SBIC is that the leverage factor of Government money must be 
introduced. In theory, an investor in a minimal SBIC could get 10 
to 1 leverage via the following formula—putting up $150,000, obtain- 
ing an equal amount of Government invested capital, borrowing 
$150,000 from the Government, and borrowing an additional $1,050,- 
000 to reach the 4 to 1 ratio, or in total a $150,000 investment would 
have a 10 to 1 leverage factor. The above, of course, is a rather 
rocky road. First, one must hurdle the SBA’s avowed preference for 
100 percent privately financed companies. Second, one must work 
within the SBA concept that section 303 funds available to SBIC’s 
are to be thought of primarily as a revolving reserve. And, last but 
not least, one must find a way to borrow at 4 to 1—a neat trick if done. 

Despite all these difficulties, however, the leverage concept does 
exist and, in my opinion, must be available to make the program 
effective. If you add up all the other benefits, I don’t believe there 
are sufficient profit possibilities to warrant the forming of an SBIC 
without this leverage factor. 

The other side of the size coin concerns itself with the 20-percent- 
per-loan limitation. This is neatly provided for by 304-1 (e) as 
follows: ‘“T'wo or more Licensees may participate in the purchase of 
such convertible debentures, provided that a single Licensee does not 
exceed” these limitations. In practice, I believe it will be advan- 
tageous for several SBIC’s to work together. Not only will this 
allow for participation in larger loans, but also will allow for a spreading 
of costs and for a wider exposure to loan possibilities. 

Having nailed down the size of our borrower, we now ask what is 
his business. Here the password must be “growth.” We will not 
be looking primarily for stability, but rather for sexappeal. Perhaps, 
somewhere in our woodpile lurks another Polaroid or other such 
company. 

Where will we find them? Initially, they will come seeking our 
normal investment banking aid. But as this program grows and 
matures, small-business men will start thinking in terms of SBIC’s 
when they need new funds. All the foregoing relates to the role of 
investment banker as a participant in SBIC. 

The second role I mentioned was that of an adviser to one or more 
SBIC’s. Managements of small-business investment companies 
which have not had specific experience in small-company finance, 
assuming that such can obtain a license, will certainly need guidance, 
both in the selection of borrowers and the actual form the financing 
is going to take. Any of you gentlemen here who have had such 
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experience know that the hazards of such lending are numerous, but 
seem to fit into a general pattern. I don’t believe there is any substi- 
tute for experience in this field, as the lender must be able to weigh 
all the possible pitfalls which the borrower never seems able to foresee. 
The bill specifically allows for fees to be paid for such advice. This 
could possibly be made into a profitable adjunct for an investment 
banker, since the costs could, in the main, be absorbed by the regular 
functions of an industrial department. 

In addition, an investment adviser could act as a sort of clearing- 
house of information for a group of SBIC’s which decide to work 
together. This advantage might be even greater where the firm 
involved had branch offices in various geographical locations. 

My third and last role for the investment banker was that of under- 
writer of the securities of an SBIC. The rules specifically provide 
for the SBIC to go to the public for funds. This may, in time, prove 
to be one of the most important parts of the entire bill, providing, 
of course, that various SEC problems can be worked out. SBIC 
shares might be very attractive to the public. First of all, the fact 
that the company is acting under a Government sponsorship will give 
the companies an aura of safety, even though this will be undeserved. 

[Laughter.] 

Second, there may often be a local bank participating to further this 
aura. 

And, third, the makeup of the founders, particularly in smaller 
communities, may well encompass the most respected business names 
around. For my own part, I would be very wary of any such public 
underwriting before the SBIC had a track record, or, at least, had a 
management proven successful in this specific field. 

We have, therefore, covered the three main roles of investment banker 
in this program—participant, adviser, underwriter. 

At this point I would like to reiterate some of the hazards present in 
this type of financing. Perhaps the greatest is lack of liquidity in the 
type of term loans provided for. It will be easy for an SBIC to be- 
come quickly frozen. As a matter of fact, it might benefit anybody 
here who is interested in forming an SBIC to study the early history of 
the American Research & Development Co. 

The second hazard lies in the fact that the type company most attrac- 
tive to an SBIC seems to need continued injections of capital. Very 
often the second and third shots are of vital importance to such a 
patient. Here, perhaps, the banks will have some advantage in 
being able to offer other types of money to the borrowers. 

Third, one must never lose sight of the mortality statistics among 
small businesses. 

And, fourth, the investment banker must recognize the possibility 
of great demands on this time. When a financing is arranged, one 
never expects to become immersed in the managerial problems of the 
small company, but, unfortunately, this is very often the case, par- 
ticularly when a deal begins to sour. 

In conclusion, I would like to make a few general observations on 
699 and where we are today. There have been several articles which 
we have all read, widely circulated, which imply that this law provided 
any group with some idle cash an opportunity to make a killing via 
special tax advantages and the use of Uncle Sam’s money. If this, 
indeed, is the belief—and one might judge this by the surge of in- 
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quiries received by the SBA in Washington—then I predict some 
severe disenchantment. Confusion seems to be the order of the day. 

But, out of all this misconception and confusion, there should in 
time arise a nationwide group of SBIC’s actually performing their 
function to provide otherwise unavailable long-term funds to small 
business. 

The last point I would like to make is that there has been consider- 
able criticism of the SBA for the rules they have published, as being 
too complicated and too confining. However, I think it is only fair to 
recognize that the Congress has presented to the SBA a bill which 
is fraught with the possibilities of misuse. Assuming that the in- 
tention of the Government was not to create a giant giveaway pro- 
gram, this bill must be most carefully administered, particularly at the 
outset, so that the real purpose thereof can be accomplished. I 
would ask everyone to bear with the SBA in their very difficult problem 
of writing rules to actually accomplish what they have been asked 
by Congress to do. 

Thank you. 

[Applause.] 

Mr. Srutts. I think you will all agree you are getting a very well 
balanced picture today of the possibilities, the advantages, and the 
disadvantages. 

Now, we have been going for about an hour. I have an SBA 
representative who wants to talk to you just a second. So, if you 
would all open your books, or get that enclosure with the newest 
SBA regulations, I would like you to look at them. And, while 
Lauren Hart is coming up, if you would like to stand up and just 
stretch and turn around, you can do it now. We will have an oppor- 
tunity for a somewhat longer break following our final two speakers 
this afternoon. 

I am reminded of the old western movies where they showed the 
sign over the saloon musician saying, “Don’t shoot the piano player; 
he is doing his best,’’ when I call on Lauren Hart of the SBA. When 
most of us were busy dismembering the turkey over the weekend, a 
lot of hard-working guys were down in Washington trying to put 
some skin on a skeleton of an act. 

Lauren Hart is going to tell you now about one of their problems, 
or a couple of their typographical problems. And I would ask you 
each to correct the regulations you have in front of you. 





STATEMENT OF LAUREN B. HART, CHIEF, LOAN AND INVEST- 
MENT SERVICING SECTION, INVESTMENT DIVISION, SMALL 
BUSINESS ADMINISTRATION 


Mr. Harr. We don’t intend at this time to get very deeply into the 
regulations, which I think were all distributed to your desks. I hope 
you all have copies of them. However, these regulations are in- 
tended, and we hope are a true and complete copy of the regulations 
which went over to the Federal Register and which will be published 
and become officially promulgated the middle of this week; so it is 
important we get them correct. 

Due to this rush Mr. Stults spoke of, we find we made a slight omis- 
sion. I would like to ask you now to turn to page 10 of the regula- 
tions and look at paragraph 1, which starts out, ‘That the proponents 








BRIEFING ON THE INVESTMENT ACT 47 


may proceed,” and so on. On the last line, immediately after the 
letters “SBA” and just proceeding the semicolon, would you kindly 
write this in: ‘and SBA shall be committed by said approval to issue 
a license if the terms and conditions of the approved proposal are 
completed.” 

I don’t want to dwell on the significance of that at this moment, 
but I would like to suggest, if I may, very humbly, that you regard 
these regulations as your homework for tonight. I know Mr. Barnes 
is going to talk about them at some length tomorrow. And I know 
that the better we have studied them and understand them, the more 
valuable to us will be the remarks which you will hear tomorrow. 

Thank you very much, and our apologies for this. 

Mr. Srutrs. Our third speaker on the panel this afternoon is a man 
who seems to me to sort of be a local boy making good. I can remem- 
ber when he used to work with the Senate Small Business Committee, 
and now he is going to talk from the advantage point of a rich man 
making some money out of the SBIC’s. He came to our committee 
from the FBI where he had a wonderful record, and since leaving the 
committee’s staff he has served with the United States Information 
Agency, and is now in private law practice. 

I would like to introduce to you Charles Noone, who will speak on 
what Public Law 699 means to an individual investor. 

Mr. Noone. 

[Applause.] 


STATEMENT OF CHARLES M. NOONE, TAX COUNSEL, 
DANZANSKY & DICKEY, WASHINGTON, D. C. 


Mr. Noons. Mr. Chairman, ladies and gentlemen, what Public 
Law 699 means to an individual investor can be summed up in two 
words: Tax benefits. 

Speaking strictly from the standpoint of an individual with money 
to invest in a small-business investment company, in my opinion, the 
lure in the Small Business Investment Act of 1958 lies in the tax ben- 
efits. 


As this legislation moved through the Congress, the tax provisions 
were contained in the bill. At the last moment, however, they were 
removed from the bill and added to the Technical Amendments Act 
of 1958. I mention this because in reading the act, and in reading 
the SBA regulations, you will find no reference to the tax provisions. 
You have to seek them out separately. 

The tax provisions are three in number and they relate exclusivel 
to small-business investment companies. I would like to review toa 
of them in turn. 

The first is the new section 1242 which was added to the 1954 code 
by the Technical Amendments Act of 1958. It provides for an ordi- 
nary loss deduction on losses incurred by a stockholder in a small- 
business investment company, losses arising either on sale of the stock 
or on the stock becoming worthless. 

Now, this, in a sense, is a negative benefit. [Laughter.] 

None of us goes into a venture with the thought in mind of losing. 
Often, for a high-bracket-income taxpayer, however, this is important 
insurance—the ability to take an ordinary loss and set it off against 
other ordinary income without limit. 
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Section 1242 is not to be confused with another new provision en- 
acted in the 1958 Revenue Act, namely section 1244. That section in 
and of itself has excited a lot of interest. Section 1244 relates to 
so-called small-business stock. There are certain technical require- 
ments governing this type of stock. First, it must be stock con- 
stituting a portion of an issue authorized by a company after June 30, 
1958, and issued within a 2-year period after the date of authorization. 

Secondly, the amount of the issue cannot exceed $500,000, and the 
outstanding equity capital of the company, including its small-business 
stock, cannot exceed $1 million. 

There is an important limitation under section 1244. The amount 
of loss that may be claimed on the stock is limited to $25,000 on a 
separate return or $50,000 on a joint return in any one year. 

Section 1242 is extremely more liberal in that it contains no limita- 
tion on the amount of ordinary loss deduction that may be taken where 
a stockholder in a small-business investment company incurs a loss 
on his stock. 

Normally, a taxpayer is limited to the capital-loss deductions where 
he incurs a loss on stock. He may offset his capital losses only against 
his capital gains and a limit of $1,000 of ordinary income. Under 
section 1242, he may take unlimited ordinary losses. 

The companion section to 1242 is the new section 1243, which 
grants to a small-business investment company a corresponding un- 
limited ordinary-loss deduction on losses which it incurs on stock 
acquired through the purchase of convertible debentures. Under 
the regular capital-loss limitations relating to corporations, a company 
can offset capital losses only against capital gains, but under section 
1243, the small-business investment company may take an unlimited 
ordinary loss in the event it incurs a loss on the stock it acquires 
through the conversion of debentures. 

The third tax provision relating to small-business investment com- 
panies which gives them a special break is the new section added to 
the existing section 243 of the 1954 code. You will recall that section 
243 allows a dividends-received deduction in the amount of 85 percent 
on dividends received by one domestic corporation from another 
domestic corporation. Stated another way, a corporation is taxable 
on only 15 percent of the dividends which it receives from another 
domestic corporation. 

The addition to section 243 gives a small-business investment com- 
pany a 100 percent deduction for dividends received on stock which 
it holds in companies to which it has extended equity financing. 

Those, in brief, are the three tax provisions. Those, in brief, are 
the three inducements to individual investors to invest in small- 
business investment companies. 

Now, how important are those inducements? 

The importance, in my opinion, is directly in relation to the income- 
tax bracket of the individual investor. For the man in the 80-percent 
bracket, it means a sizable retention of after-tax money. Take section 
243, for example. If Mr. Investor, in the 80-percent bracket, were to 
receive a dividend directly from corporation A, of course, that dividend 
would fall into his personal income and be fully taxable at ordinary 
income rates, ieaving him just 20 cents out of each dollar received in 
dividends. ‘Take it one step further and assume that Mr. Investor 
has a closely held company which holds the stock in corporation A. 
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Say the company gets the dividend. It is still taxable on 15 percent 
of the dividend. Mr. Investor, however, ‘as an investor in a small- 
business investment company will find that same dividend coming 
into the small-business investment company without any tax con- 
sequence to him personally or to the small-business investment com- 
pany. Itis 100 percent taxexempt. That, to a high-bracket-income 
taxpayer, is an important benefit. 

By the same token, sections 1242 and 1243, allowing unlimited 
ordinary loss deductions, are important because the small-business 
investment company and its investors are not bound by the usual 
capital-loss deductions. 

In the event a small-business investment company suffers a sub- 
stantial loss, which it could not use up under the standard provisions 
relating to capital losses, it has a full ordinary-loss deduction under 
section 1243. 

The unlimited ordinary-loss deduction which is available to the 
individual investor on the sale of his stock in the small-business 
investment company or on the stock of the small-business investment 
company becoming worthless, is extremely important. For the man 
in the 80-percent bracket who is investing 20-cent dollars, if he should 
lose, he stands to be able to recoup $1 for each 20 cents that he invests. 
He will have $1 of ordinary loss to set off against another dollar of 
ordinary income. 

This brings up a curious fact about this act. All of the tax benefits 
are related to the convertible debentures. Under the Small Business 
Investment Act, and under the SBA regulations, the convertible 
debentures can be issued only by corporations. 

We hear varying statistics on the number of small businesses in 
this country. I see that AMA uses a figure of some 6 million. I 
believe SBA uses a figure of 4.35 million, while the Department of 
Commerce says there are some 4.2 million. We know there are only 
some 650,000 corporations, large and small, in the country, according 
to statistics published by Internal Revenue. So, even taking the 
low figure on the number of small businesses, only about 15 percent 
of those, at most, can be corporations. 

Because of the tax benefits, a small business investment company 
is going to be strongly persuaded to put all of its investments in 
corporations to get the convertible debentures. Why not? They 
are specifically barred from taking an equity interest in an unincor- 
porated business, and straight loans are not attractive. 

What inducement is there for an SBIC to make a long-term loan 
to an unincorporated business? SBA has made it rather clear that 
there are going to be restrictions on interest rates which may be 
charged on SBA loans. I cannot personally see any reason for an 
SBIC to get into long-term loans, with one possible exception—the 
so-called pro bono publico type of company—where a group of sub- 
stantial citizens pool their assets to set up a local development com- 
pany or an SBIC for the sole purpose of encouraging businesses to 
locate in the community, with the thought in mind that an added 

ayroll brings added dollars to the community. Those dollars circu- 
ate up and down Main Street 5 or 6 or 7 times before they leave 
town, and the whole community benefits. Under those circumstances, 
I can conceive of an SBIC being interested in long-term loans. But, 
otherwise, I cannot see it for an individual investor. 
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Experience under the gct may indicate the'need for granting some 
benefits or some concessions to these SBIC’s in order that they will 
make long-term loans, because you can be certain that the 85 percent 
of the small businesses in this country which are unincorporated, are 
going to be complaining if they find the SBIC’s biased in favor of 
corporations. 

At this point, I see two possibilities. On dividends received, the 
SBIC’s now have a 15-point advantage over conventional corpora- 
tions. They get a 100-percent dividends received deduction as against 
85 percent for conventional corporations. Why not a 15-point advan- 
tage on interest received by an SBIC? Why not provide that only 
85 percent of the interest received by an SBIC on its loans and deben- 
tures will be taxable and the other 15 percent deductible? 

Another alternative would be something in the nature of an insured 
lending program comparable to the FHA insurance program. 

These are suggestions for the future, but I think it is clear that 
something is going to have to be done with the act to encourage 
SBIC’s to get into long-term loans. 

I don’t mean to be critical of the act. I think it is a fine act. It 
is bound to benefit small business. I am hopeful, though, on be- 
half of the 85 percent of the small businesses of this country that are 
not incorporated, that there will be amendments to the act to encour- 
age SBIC’s to make loans to them. 

I have mentioned the tax benefits under the act. There are certain 
tax pitfalls which every investor should keep in mind. One is very 
plain: personal holding company. Under sections 541 through 547 
of the 1954 code, a surtax is imposed on that income classified as 
personal-holding-company income which is not distributed to the 
stockholders. In essence, the tax law provides that, where 80 percent 
of the income of a corporation consists of personal-holding-company 
income and more than 50 percent of the stock is held by or for 5 or 
fewer individuals at any time in the last 6 months of the corporation’s 
taxable year, then that portion of the personal-holding-company 
income which is not distributed to the stockholders is subject to the 
personal-holding-company surtax which takes 75 percent of the first 
$2,000 of the undistributed personal-holding-company income, and 
85 percent of everything in excess of $2,000. These surtaxes fall on 
top of the 30- and 52-percent rates which the corporation has already 
paid on its taxable income. 

It is clear that virtually all SBIC income will fall into the classifi- 
cation of personal-holding-company income. 

Therefore, any individual investor contemplating investing in an 
SBIC had better stop and take stock at the very outset as to whether 
the personal-holding-company provisions are likely to hit him. 

I have already cited the key part of the formula—more than 50 
percent of the stock held by or for five or few individuals. The only 
mechanical way to avoid the imposition of a personal-holding-company 
surtax penalty is to distribute the stock equally among at least 10 un- 
related individuals. Then, no 5 or fewer individuals will hold more 
than 50 percent of the stock. 

There is one other way to avoid the imposition of the surtax. 
Distribute the income to the stockholders. But high-bracket income- 
tax payers interested in this act are not interested in dividends; that 
is the last thing they want. The main lure for them in the SBIC is 
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potential capital gains. They do not want dividends. And, there- 
fore, it is important at the outset to protect yourself against the 
personal-holding-company surtax. 

One other provision of the 1954 code troubles potential investors, 
namely section 531, which imposes a surtax on accumulated earnings. 
Section 531 of the 1954 Internal Revenue Code is the rewrite of the 
old section 102 under the 1939 code. It imposes a surtax on earning 
and profits accumulated in excess of the reasonable needs of the busi- 
ness. The rate of the surtax is 27% percent of the accumulated taxable 
income up to $100,000 and 38% percent on accumulations in excess of 
that amount, or a total surtax of 66 percent on everything over 
$100,000. 

This figure is cumulative. It builds up over the life of the company, 
and a company may at any time be put to the task of establishing that 
its accumulations of earnings and profits are for the reasonable needs 
of the business. 

The bugaboo under the old section 102 was that there was no 
exemption whatsoever, and a businessman never knew where he stood 
with section 102. He often resolved the doubt in favor of getting rid 
of his earnings and profits one way or another. The 1954 code 
recognized this problem and established the $60,000 surtax exemption. 
The 1958 act raised the exemption to $100,000. But, again, bear in 
mind the figure is cumulative. 

This is not going to be an immediate problem, I am sure, for any 
SBIC. But the high-bracket income-tax payer contemplating invest- 
ing in these new companies wants to know now, “Is section 531 ever 
going to hit me?” 

In my opinion, it should not. I have yet to hear of a bank that 
was troubled by section 521. I don’t know of any distinction between 
SBIC’s and the operations of banks which would put them in separate 
categories. But efforts to get any assurance on this question out of 
Internal Revenue have proven fruitless to date. Their immediate 
answer is, “Of course SBIC’s will be subject to 531.” This is begging 
the question. The question is, in my opinion: “Will earnings and 
profits of an SBIC reinvested in additional loans and equity invest- 
ments be regarded as sums accumulated for the reasonable needs of 
the business?” If the answer is “‘Yes,”’ then 531 doesn’t apply. 

Those are the two critical tax pitfalls in this program, as I see 
them—personal holding company and surplus accumulation. 

Separate and aside from the tax pitfalls, there are some very prac- 
tical pitfalls. Mr. Linton has already referred to one of them which 
I think ought to be emphasized on behalf of individual investors. 
You must assume that the people coming to SBIC’s to borrow money 
are, in the majority of cases, going to be people who have gone to the 
regular lending institutions and have tn turned down for one 
reason or another. It is going to be incumbent upon the managers 
of SBIC’s to inquire very carefully into the reasons why they were 
turned down. If it is simply because the bank regarded them as a 
little too risky, well, the Small Business Investment Act is designed 
to attract risk capital. This may be just the type of investment that 
the SBIC is looking for. On the other hand, if the company is plagued 
with poor management, or improper arrangements as to markets and 
operations, then these are things that an SBIC will have to watch 
for very carefully. 
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The outlook for profit in one of these companies, in my opinion, is 
rather long range. As I have already said, I don’t see any profit in 
straight lending operations. SBA has already made it clear that 
interest rates will be governed by local law. Where the local law is 
silent, the SBIC, in its proposal, is going to have to tell SBA what 
it proposes to charge. 

Now, I would be very much delighted and surprised if SBA were 
lenient on those proposals which stated that they were going to charge 
interest rates greatly in excess of legal rates of interest. I don’t 
believe they will be. I don’t think SBA can afford to condone any- 
thing that smacks of usury. Of course, in most jurisdictions, the 
plea of usury is not available to a corporation, so that, normally, 
you don’t have to worry about legal interest rates in private trans- 
actions where you are dealing with a corporation. But here we have 
a third party, SBA. And I, for one, am very interested in what Mr. 
Barnes is going to have to say tomorrow on what SBA will permit 
by way of interest rates where local law does not control. 

Let’s assume for the moment that the interest rates on debentures 
purchased from a small corporation are going to be relatively close 
to the legal limit. Where is your turnaround room; where is your 
room for profit? The profit for the private investor is going to be in 
the potential capital gains—the conversion of the debentures into 
common stock. 

This sounds good in theory. But as a practical matter you must 
keep in mind certain facts. 

Normally the SBIC is going to be a minority stockholder in these 
small companies. It is going to be an unusual situation where a 
small-business man who has built up a business is going to give de- 
bentures convertible into control of his business. 

Normally the SBIC is not going to have a strong voice on the ques- 
tion of dividends paid by that small company. It may sit there for a 
long time before it gets any dividends. Then its only potential for 
profit is going to be in the growth of that small company, its pros- 
perity, the appreciation in the value of its stock, and, consequently, 
the appreciation in the value of the portfolio of the SBIC. But even 
here, there will be the problem of finding a buyer or a market for the 
stock. 

All of these facts point out two important considerations that a 
prospective investor in an SBIC should consider: First, his own per- 
sonal-income-tax bracket, and whether or not this program holds 
benefits for him, and, secondly, the management of the SBIC. Is it 
going to have managers endowed with the ability to evaluate admit- 
tedly risky borrowers, the ability to supervise their operations after 
the money has once been invested and to protect the investment? 
That is where the question comes to rest insofar as the individual 
investor is concerned. 

It is generally stated that these SBIC’s will appeal to three broad 
groups of investors: (1) the pro bono publico type of operation; (2) 
banks and other established lending institutions; and (3) the individ- 
ual high-bracket income-tax payer. 

It is estimated that only 2 percent of the banks in this country have 
capital and surplus adequate to enable them to form an SBIC inde- 
pendently. The act provides that a bank may invest only 1 percent 
of its capital and surplus in an SBIC. Thus, it takes a bank with 
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capital and surplus of $30 million to create a minimum company of 
$300,000 capitalization. That presents a possibility for individual 
investors, the possibility of affiliating with a bank which on its own 
is not able to organize a company, or to encourage local banks to join 
with an SBIC being formed by individual investors. 

Such an arrangement could pay dividends in a number of ways. It 
could enable the SBIC, perhaps, to make up its minimum capital and 
surplus. More importantly, it could give the SBIC the management 
know-how on loan processing and credit investigations peculiarly 
within the knowledge of banks. Thirdly, it could give the SBIC a 
ready source of referrals of those small businesses which the banks 
cannot accommodate in their regular lending operations. 

SBIC’s appeal to banks for reasons which Mr. Olson has already 
cited, two in particular: (1) The opportunity to acquire an equity in- 
vestment, a type of investment which has long been denied to banks; 
and (2) the opportunity to extend new services to its regular cus- 
tomers through the SBIC. 

That, in my opinion, presents the best opportunity for groups or- 
ganizing under the Small Business Investment Act, groups made up 
predominantly of individual investors. They should enlist the interest 
of local banks, get them to come in and support and affiliate with the 
SBIC. 

A number of people have asked me, What’s the gimmick in the 
Small Business Investment Act of 1958—why all the excitement? 

ee with Mr. Linton that some of the excitement may be mis- 
cake Apparently, there are many people who have not read the 
aw, the committee reports, and certainly have not read the regula- 
tions. There is a rocky road ahead. It is going to take a lot of 
industry and ingenuity to get an SBIC organized and operating and a 
great deal more to get it into a profit position. But, at the same time, 
the act is very attractive, ob there is no gimmick in it. There is 
sufficient lure to high-bracket income-tax payers to induce them to 
invest in SBIC’s. There is a great potential benefit for small bus- 
iness—this opening up of a new source of financing. 

Viewed in that light, I think you will have to agree with me that 
the Small Business Investment Act of 1958 is good business for small 
business and good business for investors. 

Thank you. [Applause.] 

Mr. Srutts. We are now roaring down the homestretch of the 
afternoon session. 

The fourth and final speaker today is both a banker and a lawyer, 
but he is speaking for a fourth group of individuals for whom Public 
Law 699 may hold some interest. At the time the bill was bein 
considered, a great deal of attention was paid to the State and lea 
development companies. The Senate Banking and Currency Com- 
mittee compiled a listing of some 2,000 such companies, I think. 
In addition, some dozen or so States have set up State development 
corporations. 

Our next speaker will be speaking as president of the New York 
State Development Commission and will tell us what Public Law 699 


means to him as the representative of a State development corpora- 
tion. 


Mr. Charles Diebold. [Applause.] 
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STATEMENT OF CHARLES R. DIEBOLD, CHAIRMAN, NEW YORK 
BUSINESS DEVELOPMENT CORP., BUFFALO, N. Y. 


Mr. Diersoup. Mr. Chairman, ladies and gentlemen, I want to 
thank you for the opportunity to appear here on behalf of the New 
York Business Development Corp. 

I have been associated with that corporation through the prelimi- 
nary studies by the State legislature, the creation of the statute 
authorizing that corporation, and the approval and signing into law 
by the Government. 

After serving on the temporary board of directors, I became a 
member of the permanent board and am now serving as chairman. 
This has extended over more than 5 years, and you can see, from this 
background, that I am extremely interested in this type of financing 
and feel that it is an important item that has a great place in our 
expanding economy. 

The new Federal statute, which we are discussing here today, the 
Small Business Investment Act of 1958, has been the subject of 
extended studies by our group. You may be interested to know that 
in March of this year, when the Small Business Investment Act 
was being considered by Congress, a meeting was sponsored by the 
Northern Conference of Credit Development Corporations of which 
New York is a member, and was beld in Boston, and more than 31 
States were represented. The purpose of this meeting was to advise 
these groups interested in creating similar development corporations 
of the various steps involved in their establishment and the procedures 
to be followed in soliciting stockholders in membership. 

I attended that meeting and was very much impressed with the 
interest shown by all those in attendance. And I felt that an expan- 
sion of this type of financing throughout the country would only be a 
matter of time. One of the main features of that meeting was the 
discussion of the impending legislation which would create a similar 
type of organization under the aegis of the Federal Government to 
supplant or supplement State-chartered and privately financed devel- 
opment corporations. 

Members of the staffs of the existing companies were called to 
testify before the Committee on Banking and Currency, which was 
then considering what has subsequently become Public Law 699. 

Those of us who have been connected with the creation and growth 
of credit-development corporations have recognized that, in order to 
be successful, access to large sources of credit and funds is essential. 
In States that have a sizable financial community, such as commercial 
banks, savings banks, savings and loan associations, and insurance 
companies, who may become stockholders and/or members of such a 
corporation, the problem is not as great as it would be in those States 
not so fortunate. It seemed inevitable that the Federal Government 
would see the possibilities of credit-development-type of financial 
assistance and would .sponsor and financially support organizations 
whose objectives were the improvement of ena business. It is 


clear to me, from studying the reports of the committee which led to 
the enactment of this law, that the intent of Congress was to provide 
a source of credit to take care of long-term debit or equity which was 
not readily available through the established medium. 
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It seems to me that the need for this type of assistance will have to 
be established in each instance, and that theoretical situations with a 
long element of speculation will not be deemed acceptable criteria for 
the establishment of small-business investment companies. 

I should also like to point out that it was not the intent of Congress, 
as stated in the committee report, to permit industrial rating with the 
use of Federal funds, and I quote from the report: 

The committee wishes to make clear that the Small Business Administration 
should not provide any financial assistance under this act which may be used to 
provide a subsidy to induce any relocation of a small-business concern for other 
than a sound business purpose. 

Title 5 of the law was designed to enable State development corpo- 
rations to borrow funds from the Federal Government without con- 
version to a Federal charter, providing such companies meet other 
qualifying criteria. After that date, conversion is mandatory if con- 
tinued borrowing is necessary. I can speak authoritatively for the 
New York Business Development Corp. when I say that this company 
can qualify, and I am certain that the other State development corpo- 
rations may, with amendments in some cases to State charters. 

Under this title above referred to, a company may borrow from the 
Small Business Administration an amount equal to total borrowings 
from all other sources. The funds advanced shall be treated on an 
equal basis with other borrowings. ‘The interest rate, however, would 
be established by the administration. We understand the rate being 
considered is 5 or 5% percent, which is considerably higher than the 
present cost of money to the existing State corporations. 

In the New York area, 6 percent is a standard rate on most loans 
to small-business borrowers. A spread of 1 percent is not realistic 
to cover administrative costs, much less provide reserves for con- 
tingencies. Private corporations must be self-supporting and cannot 
depend on any form of subsidy. 

In areas of the country where much higher interest rates are not 
considered excessive to small-business companies, the 5 or 5% percent 
rate might not be so important. 

Now, the question of commingling stockholders’ and members’ 
funds with the funds borrowed from the Federal Government, raises 
many problems. Section 501 states, in part: 

Funds may be so advanced without regard to the use in investment by the 
development company of funds secured by it from other sources. 

This would enable a rather exacting segregation, not only of the 
funds from the various sources, but the advances to individual bor- 
rowers. The administrative problems in handling such an arrange- 
ment might prove to be entirely too cumbersome to be practical, and 
further study will be given to this phase of the new law. 

There is another way that State-chartered development corpora- 
tions may function under the new law, and that is to create a wholly 
owned subsidiary charter under the Federal statute. This would 
entail a modification of the administrative regulations as we now 
understand them—that is as of the date of this presentation—which 
limits stock ownership in a small-business investment company to 45 
percent by any single stockholder. The subsidiary could then 
function as any other small-business investment company approved 
under the act. 
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The establishment of such a subsidiary by existing State develop- 
ment corporations, I believe, had advantages over a myriad of all 
business investment companies which could be created in a given area. 
The corporations are staffed—very active boards of directors who 
generally are outstanding men, bankers and businessmen conversant 
with the needs of a broad section of a given area—and they are anxious 
to improve the overall economy by encouraging sound propositions, 
to a large extent pro bono publico—lI believe that is the term that has 
been used here today. 

Now, we have questioned the advisability of establishing a fixed 
interest rate on the convertible debentures which the small-business 
development corporations would acquire from those small business 
concerns they will aid. These companies, obviously, are not in a 
position where they can borrow term money and pay a fixed interest 
rate of 5 percent in some cases. But, until such time as we can sce 
the form these debentures will take, we reserve judgment and final 
conc'usions. 

Conversion to common stock will also require further study. As we 
know from our experience, there is hesitancy on the part of many small, 
privately owned concerns to incorporate, to say nothing of diluting 
equities through the sale to others, with the possibilities that a sizable 
block of their corporate stock might get into hands which were, to say 
the least, unfriendly. The requirement that the small business 
enterpr’se must purchase from 2 to 5 percent of the amount invested 
in stock of the investment company din needs further analysis. Are 
the funds for the stock purchase going to be procured from the deben- 
ture sale? 

This may have come strange repercussions. It is the practice, in 
some situations, that the existing development corporations require 
an option to purchase a small amount of the borrower’s stock at a 
price established when the loan is closed, on the basis of the then book 
value. It is also the practice to enter into a buy-back agreement 
with the business concern whereby the stock, if acquired under the 
option, will be resold to the borrower at a price which would give the 
development corporation a reasonable capital gain—or the company 
would, at least, get the right of first refusal if the development cor- 
poration decided to dispose of the stock. 

Now, in conclusion, I believe that there is a large area for corpora- 
tions between Small Business Administration and the State-chartered 
development corporations under this new law. I also recognize that 
many problems will be encountered and must and, presumably, will 
be solved. We, in New York, will continue our interest and studies 
with the objectives of finding ways and means of improving our 
economy through cooperation and aid. We will continue to study 
and we will wait and watch developments with the greatest of interest. 

Thank you. [Applause.] 

Mr. Srutts. It is now about a quarter of 4. We will see you at 5 
minutes of 4, when we will get back in session and start asking ques- 
tions of the panelists. 

(Brief recess.) 

Mr. Sruutrs. Working on a program for the American Manage- 
ment Association places a real burden on the shoulders of all par- 
ticipants, because if the AMA can’t get a meeting run off on time, 
on schedule, and with no hitches, who the dickens can? It would 
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be as embarrassing as a banker suddenly finding himself broke, or a 
tax lawyer finding himself in trouble with the Internal Revenue 
Service. 

With that in mind, it is 4 o’clock, and we will start shooting the 
questions. 

Mr. Linton, don’t you think that debentures with detachable warrants might 
often be preferable to convertible debentures? 

Do you have a comment on that? 

Mr. Linton. Well, I think that there are definitely pros and cons 
to that question. I think that it is certainly wachernbele to the bor- 
rowing company to have convertible debentures rather than detach- 
able warrants. I think it would be preferable to the small-business 
investment company to have detachable warrants. 

On balance, I would say that not enough attention has been given 
in parts of this bill to the small company which is looking for money, 
and I think this is one way to make this type of money, which they 
are going to be seeking, palatable. By showing them this conversion 
feature is going to allow them, in effect, to do equity financing rather 
than put a permanent type of debit on their balance sheet. 

I would like to slip in, while we are on this subject, one small plug 
for the investment banking community. About 6 or 8 times in the 
course of the conversations today, several people made horrible re- 
marks about the poor small business company who suddenly is going 
to find the unfriendly stockholder breathing all over him. I think it is 
only fair to point out that, with or without this regulation, a great 
many small companies do come to the public market, do have partici- 
pants in their securities, and there are a great many benefits to be 
derived therefrom, other than just getting an unfriendly stockholder. 
[Applause.] 

Mr. Struts. The investment bankers have now spoken and ap- 
plauded. 

Incidentally, Mr. Diebold regretted he could not stay for the 
question-and-answer period. He had a problem with his local banker, 
and a 4:30 meeting downtown. So, if any of you have questions, 
however, and as I run through them I find any for him, he has pro- 
mised to answer them in writing and include them in the record of 
this meeting which will be available for everyone by Christmastime, 
we hope. 

(Questions submitted at December 1 meeting for answers by Charles 
R. Diebold, chairman, New York Business Development Corp., Buffalo, 
N. Y., and subsequently answered by Mr. Diebold:) 

Question. If the New York Business Development Corp. decides to organize 
an affiliated small-business investment company, where would it receive its initial 
apltals 
. ees Would have to be answered by the board. 

Question. Will you explain what part, if any, the State of New York plays in 
the New York State Development Corp. 

Answer. The State does not play any part directly, other than the State bank- 
ing department annually examines it. 

Mr. Srutts (reading): 

Mr. Noone, did you consider the case of collapsible corporations in relation to 
the SBIC? 

Mr. Noone. Yes, SBIC’s could be subject to<the collapsible pro- 
visions of the code. Section 341, setting out the rules on collapsible 
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corporations, provides in substance that gain realized from the sale 
or exchange of stock in a collapsible corporation will be treated as 
ordinary income for tax purposes, in the case of a stockholder owning 
more than 5 percent of the corporation’s stock, if the gain realized 
from the sale or exchange of the stock during the year is more than 
70 percent attributable to property produced by the corporation, 
and the gain is realized within 3 years following the completion of the 
manufacture, construction, or production of the property. 

Assume for a moment that an SBIC held more than 5 percent of 
the stock in a housing corporation which qualified as a collapsible 
corporation. The SBIC could be hit by the collapsible rules. Or, 
assume that the bulk of the income of an SBIC consisted of fees for 
managerial and counseling services and that it was on a cash basis. 
Such fees qualifying as section 341 assets, the stockholder in the 
SBIC who disposed of his stock in the SBIC at a gain, and before the 
fees were paid, could be hit under the collapsible rules. But, as a 
practical matter, and in the usual SBIC operation as I visualize it, 
the collapsible provisions would not be of great concern to these new 
companies. 

Mr. Srvutts (reading) : 

Mr. Olson, can you think of a practical situation in which your bank’s invest- 
ment company would make a loan but the bank itself would not? 

Mr. Otson. Well, yes, very definitely. I think that we are not 
going to go into this thing to make primar ily long-term loans, because 
we don’t think, as has been said here, that this would be a very profit- 
able venture, but I think definitely this is going to be a sort of give- 
and-take proposition, it seems to me; and there is going to be com- 
petition in this field, so that we are going to have to give a little 
when we would rather take. I can imagine there are going to be 
times when we will make a long-term loan that is not a bankable 
situation. So, I think that that is going to happen; yes. 

Mr. Srutts (reading) 

Mr. Linton, what are some of the opportunities for abuse in the administration 
of the SBIC’s that I keep hearing about? 

Mr. Linton. Well, I think there are a great many of them. One 
was the one I pointed out, which I think, in my mind, is the greatest, 
and that is the possible abuse of selling to the public shares in SBIC’ 
under false pretenses. I think that, out in the less financially sie. 
ticated parts of the country, it might be quite easy loc ally to sell 
shares of these SBIC’s under some sort of an aura of Government 
agency, which I don’t think exists. 

Secondly, I think there is a definite, possible abuse in one area 
which has not been particularly discussed today, and that is man- 
agement associations, or trade associations, where a trade association 
might set up one of chase SBIC’s in order to provide funds for their 
members in a given industry and could create a situation where their 
members became very much dependent on their own association for 
funds. 

There are several more. They just don’t come to mind. But I 
think there are a lot of abuses. 

Mr. Stutts. Now, don’t lean back and get too comfortable: 

What was the source of the more liberalized definition of sound book valne 
you described? Is that source consistent with the regulations we just received 
on sound book value? See page 25 of the SBA regulations. 
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Mr. Linron. Yes; that source was quoted from work prepared by 
the SBA. That was then boiled down and summarized in the rules. 
Sut, what I was quoting was actually an SBA pamphlet, and you will 
have to ask one of the gentlemen from the SBA as to whether that 
source work is available or not. 

Mr. Srutts. Well, you would agree, would you not, that there does 
appear to be some sort of a conflict between an ordinary reading of 
the regulation itself which says sound book value unqualified, and 
the source which vou quoted? 

Mr. Linton. No, I don’t think so, because the regulation amplifies, 
to some degree, the words “sound book value’’—not quite as fully 
as I did; but, | don’t believe there is any conflict there at all. 

Mr. Sruuts. Thank you. [Reading:] 

Mr. Noone, would a shareholder who sells his stock before 3 ve ars be considered 
selling under the Collapsible Corporation Act and not have a ‘capital gain? I 
believe this is what I heard you say when you were discussing this collapsible 
corporation question. 

Mr. Noonrn. No. Under the collapsible rules, the stockholder or 
the corporation, whichever is subject to attack, is put to the task of 
establishing that the stock or the assets were not disposed of in viola- 
tion of section 341. 

A stockholder in an SBIC who sells his stock within 3 years is not 
prima facie hit by the collapsible provisions. And, frankly, I believe 
it would be a rather unique situation where a stockholder would ac- 
tually be caught under the collapsible rules in an SBIC, because you 
won't have much opportunity in a relatively short period of time, 
say 3 years, to realize the gains contemplated under section 341. 
And, therefore, the direct answer to the question is technically “‘Yes,’’ 
the stockholder could be subject to the collapsible corporation pro- 
visions, but, as a practical matter, and in normal circumstances, I 
cannot conceive that he would. 

Mr. Sruutts. Thank you. 

Do you think, Mr. Noone, that more small concerns will be willing to incorpo- 
rate their businesses, for two reasons: first, because of the advantages under the 
SBIC and, second, now that small corporations may_ file as partnerships or indi- 
viduals under section 1372 of the Code? , 

Mr. Noone. Definitely. I understand that here in New York the 
corporation commission was running several days behind in issuing 
new charters right after the Technical Amendments Act of 1958 was 
enacted. I understand, further, that many of those requests for 
charters came from pe ople organizing SBIC’s and the balance from 
unincorporated businesses wanting to go into the corporate form and 
then immediately exercise the election not to be taxed as a corpora- 
tion. 

Yes, I expect many small, unincorporated businesses will incor- 
porate, one of the inducements being to make themselves more attrac- 
tive to SBIC’s. 

But bear in mind that, under section 1372 and the new sube} ‘hapter S, 
all the shareholders of an electing corporation must be either indi- 
viduals or estates. If a small corporation elects to be taxed as a 
partnership under subchapter S and a corporation, such as an SBIC, 
thereafter becomes a shareholder, the election is automati ically 
terminated. 
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Mr. Stutts (reading) : 


eo Linton, do you see any possibility of making money by the use of deferred 
oans 

Mr. Linton. I assume you are referring to the loans other than the 
convertible debentures. And I—if that is the question—I don’t see 
any possibility of making money on the basis of the interest spread 
available. 

Mr. Strutts (reading) : 

Mr. Noone, what disadvantage is there if related individuals hold stock in an 
SBIC? 

Mr. Noone. Then you run up against the aggregation rules relating 
to personal holding companies. Under the aggregation rules, in comput- 
ing whether or not 5 or fewer individuals hold more than 50 percent of 
the stock, you take into account all of their interests. Take a hypo- 
thetical situation where you have 5 individual stockholders and 1 
corporate stockholder: The corporate stockholder, let’s say, owns 50 
percent of the SBIC. The 5 individuals each own directly 10 percent, 
or a total of 50 percent. But let’s assume further that the same 5 
individuals are equal shareholders in the corporation and collectively 
own all of its stock. Then each of the shareholders is charged with 
10 percent of the corporation’s interest in the SBIC on top of their 
individual interests. Aggregating all of their interests, individual and 
corporate, they are regarded as owning 100 percent of the SBIC. 
So, under the aggregation rules, you must watch out for related parties, 
and you must watch out particularly for partnerships and corpora- 
tions. Their holdings are prorated among their shareholders, or the 
partners, and added to the individual holdings of the individual stock- 
holders, to measure against the tests of a personal holding company. 

Mr. Srutts (reading): 


Mr. Olson, in your talk you used a steel fabricating company as an example. 


One of the folks in the audience feels, apparently, this might be 
significant if you could indicate the size of the company, the worth 
and the sales, and how old it is, presumably to find out how to get 
a life-insurance company to come in, maybe—I don’t know. 

Does the company itself, its size, worth, sales, and age have signifi- 
cance in the general presentation? 

Mr. Otson. Well, I don’t recall the specific figures. It does have 
application, I think. This particular company was able to have its 
needs met because it was large’ enough to arrange a life-insurance 
company loan. And, as I recall, the size of the loan was $300,000. 
So this is the kind of a company that can now get taken care of, and 
we used it for that particular reason. 

But, bear in mind that it is a company that is about 10 years old 
and has had an excellent record. But, say, 5 years ago, this company 
would have been, perhaps, willing to give up part of its equity, 
because, as I said, it has gone out and sold some of its stock. It 
would have been willing to give up part of its equity, I am sure, but 
at that point had no need for a relatively large loan, and it would 
have been too small for an insurance company. 

Mr. Srutts. Mr. Noone, apparently, one in the audience agrees 
with you, but wants you to buttress his belief. 


It has been my experience that section 531 does not apply to banks or regulated 
investment companies as long as a small-business investment company keeps its 
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funds invested. Under what theory can it be argued that funds have been 
accumulated in excess of normal needs of the business? 


Mr. Noons. I agree 100 percent. But, let’s try tomorrow to get 
an answer out of the man from Internal Revenue. 
Mr. Srutts (reading): 


Mr. Olson, would your SBIC operate on a local, Federal Reserve district, or 
national area? 


Mr. Otson. Well, our present thinking is certainly on a local basis. 
We would have in mind, perhaps, the Twin Cities and the immediate 
area. I would say certainly within the confines of Minnesota—that, at 
least, is our present thinking. 

Mr. Srutts (reading): 

Mr. Olson, what type of organizations would you think might make worthwhile 
partners for your bank in an SBIC? 

Do you want any partners, Mr. Olson? 

Mr. Ouson. Well, you may recall that I said there were a number of 
questions that we don’t have the answers for, and this is one of them. 
We have kicked this around a number of times. As a matter of fact, 
we have been approached by several groups of people who would 
like to get into this business with us. We have one—for instance, a 
company that runs a mutual fund in Minneapolis that has pointed 
out to us that they are used to operating under the SEC and the 
Investment Company Act of 1940, and they felt that they would be 
good partners for us. We have had a number of individuals come to 
us who want to organize companies and would like to be in business 
with us because of the experience that we might have in the loaning 
field, and soon. But, at least for the present, we lean toward havin 
no partners other than perhaps some other banks that would be relate 
within the bank-holding company of which we are a part. 

Mr. Sruuts. We now see the lovely picture of an investment 
company not wishing to dilute its equity ownership. [Laughter.] 

Mr. Noone, an SBIC is set up with ownership of stock as follows: 51 percent 
by the bank, 49 percent is held by 1 investor. Does this eliminate the risk of 
personal holding-company liability? 

Mr. Noone. Of course, banks, as such, are specifically excluded 
from the definition of ‘‘personal holding companies” under section 542 
(c) (2), so that under the question, as stated, you would avoid personal 
holding-company liability. But, you must still keep in mind the aggre- 
gation rules. If the individual stockholder held as much as 2 percent 
of the stock of the bank, then that would be added to his 49-percent 
share as an individual. He would then be regarded as holding 51 
percent of the stock of the SBIC, and the SBIC would qualify as a 
personal holding company, assuming it also met the 80-percent income 
test. 

Mr. Stuuts. Mr. Noone, it seemed that you might wish to amplify 
your comment about how many people it takes to set one up. As I 
understand, you would feel that one person might hold all of the stock 
if he got the exception from SBA, but that he had to have others to 
join him on the board of directors. Is that right? Can there be two 
classes of stock, for example? 

Mr. Noone. I don’t know what reasoning went into it, but the law 
specifically provides that the SBIC’s shall be organized by at least 10 
persons, and that the board of directors shall number 9. I don’t 
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know what the magic is in those numbers. SBA has come out with 
its regulations now which state clearly that, where a company is 
chartered under local law, local law shall control as to the number of 
incorporators and directors 

I have talked to a lot of people, and I have not found the answer as 
to whether the committees and the Congress, in speaking of incorpora- 
tors, were using that term synonymously with stockholders. I don’t 
believe they were. 

In all jurisdic tions, you have some requirements as to the minimum 
number of incorporators. But once having incorporated, there are 
very few jurisdictions that have any restrictions on the number of 
stockholders. Sometimes there are statutory requirements, a mini- 
mum number. But the two terms, incorporators and stockholders, 
are not synonymous in corporation law. 

So, therefore, where an SBIC is chartered under local law, I see no 
legal objection to all of the stock in the SBIC being held by consider- 
ably less than 10 individuals, nor do I see any objection to an SBIC 
issuing more than one class of stock 

Mr. Sruuts. Thank you. 

Now, a very basic question, Mr. Olson: 

Even though the equity investment may grow, how will a bank realize its 
profit, since equity securities of this type probably will not have much, if any, 
marketability? 

Mr. Ouson. I think that would apply to any SBIC, as well as a 
bank in the business—that is: How do you realize profits? I think 
the optimum situation would be where you have taken a company and 
helped it during a period of its initial growth, let us say, and then 
later on it becomes large enough so that it can go out and sell its stock 
economically on the market, and any small-business investment com- 
pany, of course, would hope that ultimately the stock would be pub- 
licly held. It gets back to the situation of no investor really wanting 
to get to be a minority stockholder in a closely held company. He is 
much better off if it ultimately becomes publicly held. So at that 
point, I think it is obvious you could sell the stock. 

Mr. Sruuts. Different handwriting, same question: 

Mr. Noone, how is a private, high-bracket investor ever going to benefit from 
his ownership of SBIC without selling or disposing of it, and aren’t dividends 
from the SBIC taxed as ordinary income? 

Mr. Noone. Yes, they are, of course. But, again, thinking in 
terms of the high-bracket income taxpayer, he doesn’t want any divi- 
dends. He wants the income of that SBIC to be left in the business 
to appreciate, letting the SBIC pay corporate rates at 30 or 52 per- 
cent. We assume the corporate rates are lower than his personal- 
income tax rate. And eventually he either sells his stock in the com- 
pany or passes it on as a part of his estate, and, presumably, at a value 
in excess of his investment. 

The major objective and the major lure, as I said earlier, is the 
potential capital gains. Whether they are realized or not, either by 
the investor personally or by his heirs and his estate, the lure is in 
more aftertax dollars which are conserved in the SBIC by virtue of 
the 100-percent dividend deduction and capital appreciation. 

Mr. Stutts. You would agree, then, with this query, that it is 
somewhat of a Hobson’s choice—you either have to sell your stock in 
SBIC or die? [Laughter.] 
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Mr. Noone. I think it is frequently preferable to die. [Laughter.] 

Mr. Stutts. Now, here is something that is directed to the panel, 
generally. We are going to try to get an answer to it. 

Does stock in a SBIC qualify as an investment by an insurance company? 


Let’s say a life insurance company in Pennsylvania, or a fire 
insurance company in New York, And do SBIC debe ‘ntures qualify? 

Have any of you three gentlemen looked at that problem? 

Mr. Noone. I believe it does qualify as an investment by an 
insurance company. I have had inquiries on behalf of insurance 
companies looking to forming SBIC’s. And they came from their 
office of general counsel, where, I assume, they knew the local law 
and knew whether they were permitted to make such investments. 
It would depend on the local law. 

Mr. Srutrs. How about if we hold this one? We shall ask Mr. 
Barnes in the morning. 

Mr. Noone, does stock ownership in aun SBIC by a wealthy investor offer any 
advantages over investing directly in small companies for his own account, 
particularly with reg rard to realizing capital gains, or are there disadvantages in 
being one level removed from the actual small-business investment? 

Mr. Noone. There are tax benefits under the small-business invest- 
ment company arrangement, but whether those tax benefits outweigh 
the redtape that you have to go through to qualify is a question that 
only the investor can answer. But, assuming that he can weather the 
storm and get his company licensed and get into operation and get into 
a profit position, what advantage does he have over a direct inve stment 
in the same small company, the same small growth company’ 

He has the 100-percent dividend deduction in the Sinetlen: 
whereas if he took in the dividend from that small company directly, 
100 percent of it would be taxable at his top bracket. Even if the 
stock in that growth company were held by his closely held corpora- 
tion, it would, nevertheless, be subject to a tax—15 percent of that 
dividend would be subject to a tax. There is no tax on it in a small- 
business investment company. 

There are two other benefits—I mentioned them earlier and I 
described them as negative benefits—namely, the unlimited ordinary 
loss deduction for losses on the stock held by an investor in a small- 
business investment company, and the unlimited loss on the stock 
held by the small-business investment company. 

This, in my opinion, is very important insurance for a high-bracket- 
mcome taxpayer. He can afford to lose. He can save money in 
some instances by losing on the small-business investment company. 
He would not have the benefit of those unlimited ordinary loss deduc- 
tions if he held the interest directly in the growth company. He 
would be limited to the capital loss deductions. 

Mr. Sruuts. With the exception of those qualifying under the new 
1958 code. 

Mr. Noonsr. Under section 1244, assuming the growth company 
has authorized an issue of so-called special small-business stock, yes; 
the stockholder incurring a loss is entitled to a deduction, but it 
is limited to $25,000 a year, whereas, under section 1242, there is no 
limit. 
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Mr. Srutts (reading): 


Mr. Noone, can a company organized 3 years ago with about $500,000 equity 
capital owned by 10 stockholders be converted to a small-business investment 
company? This company is now engaged in financing through the ownership 
and leasing of machinery and equipment. Would that qualify for conversion? 

Mr. Noone. In my opinion, it would be ideally suited to conver- 
sion. I should think SBA would be receptive to that type of appli- 
cation. 

Mr. Srutts (reading): 

Mr. Linton, what will small-business investment companies do with the idle 
funds while screening potential borrowers? Is this not a serious handicap? 


Mr. Linton. The rules provide that they may only be invested in 
Government securities. 

Mr. Srutts (reading): 

Mr. Noone, what if 5 or less shareholders owned more than 50 percent of the 
voting stock, but less than 50 percent of the total stock—presumably of a small- 
business investment company? 

Mr. Noong. It is the total capital stock that controls; not just the 
voting stock. Itis the capital stock, whether it be common, preferred, 
voting, or nonvoting. So, the answer to the question is: Personal 
holding company surtax would not apply. 

Mr. Srutts (reading): 

Mr. Olson, will a bank which is a major shareholder of a small-business invest- 
ment company also be able to lend money to the small-business investment com- 
pany, or will this be in violation of the banking laws? How about small-business 
investment companies when the bank is represented on the board of directors? 

Mr. Otson. Well, I don’t know the answer, specifically, but I think 
that it might be frowned on if it were a long-term type loan, not 
short term, and if a bank were already at this 1-percent-of-capital 
limitation. I think that it would be certainly looked on as getting 
around that restriction. So I would say the answer would be “No.” 

Mr. Srutts. This is also asked: 

How about the small-business investment companies when the bank is repre- 
sented on the board of directors? 

I wonder here if we don’t have two problems. One is the bank’s 
participation in the capital stock of a small-business investment com- 
pany, and the other is the lendable funds which a small-business 
investment company can get to bring it up to that 4-to-1 ratio. So 
the bank, presumably, could be in at two levels. Is that not correct? 

Mr. Otson. Well, I am not sure of that. But I say it could be a 
method of getting around this 1 percent of capital investment. Hav- 
ing representation on a board of directors would have no bearing, as 
this is commonly done on many loans. 

Mr. Struuts. As I recall, in the State development corperations, 
various banks do own capital stock in the State development corpora- 
tions, and they also are occasionally called on to bring the lendable 
funds up to, let us say, the 10-to-1 ratio which is allowed in the State 
corporations. [Reading:] 

Mr. Olson, what sort of plans have been made by your bank to the staffing of 
the small-business investment company? Will there be full-time employees, or 
part-time? Wouldn’t the cost of these services impair the capital long before 


capital gains are realized? And is there a reference to the regulations that SBA 
has issued on this point? 
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Mr. Ouson. Well, I would say that this is going to be true in any 
small-business investment company, and this is one of the problems 
we have all talked about; that the initial cost and the overhead and 
so on is going to be high for 2 or 3 years. However, I do think that 
the banks have a greater flexibility than others, as I have mentioned, 
in that they are better able to keep the overhead down. 

Thus far, we have not decided definitely, but have felt that some 
sort of a part-time arrangement could be worked out, and here, again, 
we have been thinking of retired bank officers, for instance, who might 
do this on a sort of part-time basis. And I would guess that we would 
not have a full-time staff on this proposed investment company. 

Mr. Struts. Mr. Noone, earlier it was asked whether small-business 
investment company dividends would be ta xable to the stockholder 
of a small-business investment company at regular rates. The answer 
was ‘“‘Yes.”” Wouldn’t the small-business investment company split 
its dividends between capital-gain dividends and ordinary-income 
dividends? 

Mr. Noons. The question related to dividends paid by a small- 
business investment company. There is no provision in the law to 
insulate the stockholder in a small-business investment company from 
taxation on ordinary dividends which he receives from a small-business 
investment company. But, if a portion of the small-business invest- 
ment company dividend distribution is a capital-gain distribution, 
and if the small-business investment company qualifies as a regulated 
investment company, then that portion could pass through to the 
stockholders as a capital gain. 

Mr. Struts. It would happen only when there were no more 
potential investing opportunities; do you agree? 

Mr. Noons. That would be my opinion. 

Let me add one point, to clarify the personal holding-company 
situation. The personal holding-company surtax hits where 80 per- 
cent of the income of the company consists of personal holding- 
company income, which, in turn, is defined as interest, dividends, 
capital gains from the sale of securities, certain personal service con- 
tracts, rent, and certain miscellaneous categories. SBIC’s are 
authorized to have only four types of income—namely, interest, 
dividends, capital gains from sale the of securities, and fees for 
managerial and counseling services. The first three are clearly 
personal holding-company income. The fees could be. 

But, again, getting back to the practicality of the matter, the possi- 
bility of an SBIC making a lot of money on loans and debentures is 
rather remote. It is more than likely that the expenses of operating 
the company are going to balance out the income from the interest on 
loans and debentures. And, likewise, the fees which are paid to the 
SBIC for managerial and counseling services presumably are going to 
be tailored to the costs of supplying those services. So, for the most 
part, at least in the early operations, expense is going to balance 
income. And the SBIC is going to be a long time, in the normal 
situation, before it has any appreciable income. 

The capital g gains income arises only when the SBIC sells its stock. 
Normally, I would expect that an SBIC, with a winner in its portfolio, 
is going to ride with it for a long time, before it sells off. In that year, 
if 80 percent of its income will consist of personal holding-company 
income, then it has to be wary of the personal holding-company 
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provisions of the Code. But, I didn’t want to appear to be over- 
emphasizing the personal holding-company penalty. As a practical 
matter, at the outset, it shouldn’t be a great problem. But an in- 
vestor, looking ahead, should certainly keep these things in mind. 

Mr. Stutts (reading): 

Mr. Olson, reference has been made to loans to SBIC’s from sources other than 
the SBA. Where will this money come from? Two, if it comes from the com- 
mercial banking system, how can the SBIC protect itself from the situation where 
its assets are unmarketable and its liabilities are short term? 

Mr. Ouson. Well, offhand, I would say that we talk about what is a 
bankable loan and what is not. I would say that there are not many 
SBIC loans that ought to be—funds that ought to be gotten from 
banks. It seems to me it is going to have to be longer term money. 
And I would say that it is not the type of loan that a bank would be 
interested in. 

Mr. Strutts. Well, where will this money come from? You tend to 
feel that the loans to the SBIC’s will play a relatively unimportant 
part in their lendable funds—it will be a small portion of their lendable 
funds. 

Mr. Ouson. I am sure that is true. I think the bulk of their funds 
are going to be of a fixed capital nature. And I think that their funds 
are going to be expended. And this gets back to the reserve fund 
that Mr. Barnes has talked about, this $150,000 that can be gotten 
from the SBA—it ought to be thought of as a reserve fund, and that 
the most desirable situation is where the investment company puts 
all of its own capital in, and, when those funds are invested, then it 
can look to the SBA for an additional amount. 

Mr. Srutts (reading): 

Mr. Noone, have you happened to see that Business Week article, back on 
October 11, where it said that an SBIC will be allowed to accumulate dividends 
without penalty? 

That was a quote from the Business Week article. One of the folks 
in the audience feels correctly that this is in conflict, perhaps, with 
your statement. Do you know the source of the Business Week 
statement? 

Mr. Noonsz. No, I don’t know the source. I read the article, and, 
at the time, that statement puzzled me. I frankly did not under- 
stand it. I think what they had in mind was that dividends received 
by an SBIC will be 100 percent deductible for purposes of computing 
its income tax. But, as to accumulation, no. 

As I read the article, that was my interpretation of it. In my 
opinion, it was a slip of the typewriter. If they had said dividends 
received are exempt, that would be correct. 

Mr. Sruuts. Well, we are in a very happy situation for a representa- 
tive of the United States Senate. We are done 15 minutes ahead of 
time. So that means I can sit down and talk or stand up and talk 
to you for 15 minutes. I won’t do so, however. 

Just one thought. During our recent stretch period, members of 
the panel spoke to me and indicated that they did not wish to leave 
the impression with this audience that all of the operations under the 
act were beset with hidden traps, pitfalls, and all the other problems. 
Obviously, the most striking parts of each of the statements that you 
have heard this afternoon warned you about potential dangers. I 
hope, however, as you reflect on the entire body of evidence which 
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was accumulated today, that you will realize that this was only alert- 
ing you to the negative, and that you will remember that eac h of the 
speakers did indicate some sense of excitement in being able to get 
into operation under the act, and that there were real potentialities 
present. 

Now, I am sure that each of you feels as I do that the four speakers 
we had this afternoon had a tremendous comprehension of the act, 
that they were extremely valuable to all of us, and let us show them 
our appreciation. (Applause. | 

Tomorrow morning Mr. Wendell Barnes is coming to talk to us. 
This, obviously, is an extremely important part of the program. He 
is not coming alone. He is bringing various folks with him. We 
have 3 hours scheduled. Our lunch will get cold if we don’t finish 
at 12:30, so we are going to start at 9:30, promptly, hear the eight 
SBA representatives and have time for questions. I promise you we 
will—if you will be in your seats and ready to go at 9:30. 

Thank you. Good night. 

(Whereupon, at 4:45 p. m., the meeting was recessed, to reconvene 
at 9:30 a. m., December 2, 1958.) 
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TUESDAY, DECEMBER 2, 1958 


Untrep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, AND 
Setect CoMMITTEE ON SMALL Business, 
New York City, N.Y. 

Mr. Struts. Good morning, ladies and gentlemen. 

We are running a little late this morning. We have, as you see, 
a geometrical progression in work. Yesterday morning, 2 men; yes- 
terday afternoon, 4 men; this morning, 8 men; this afternoon—bingo. 

This morning we have probably the heart of the rogram, the part 
of it that you are most interested in. I shall introduce the ‘aduunie- 
trator of the Small Business Administration. He will proceed in his 
own way to introduce members of his group who are here with him. 
He has promised to get along as fast as he can in the SBA presentation 
so that we will have time for questions at the end of the morning ses- 
sion. The ladies, again, will be passing up and down the aisles through- 
out the morning, so you may write the questions down as they occur 


to you 

We Tendell Barnes, an Oklahoman, came to Washington in 1953, after 
service as a lawyer and an intimate acquaintanceship with a family 
savings and loan institution, I believe, in Ponca City, Okla. He came 
as General Counsel of the Small Business Administration in the early 
days of its life. 

In November of 1953 he was named Acting Administrator. In Feb- 
ruary of 1954 he was named Administrator. So, for 5 years now he 
has been at the helm of this very important agency, an agency which 
has made rapid strides in serving the small-business men of the com- 
munity. 

It is a great pleasure to welcome and to introduce to you Wendell 
B. Barnes. [Applause. ] 


STATEMENT OF HON. WENDELL B. BARNES, ADMINISTRATOR, 
SMALL BUSINESS ADMINISTRATION, WASHINGTON, D. C. 


Mr. Barnes. Thank you, Walter. 

Ladies and gentlemen, it is always a pleasure to be on the program 
with Walter. So frequently during the time Congress is in session 
we are on different sides of the table, that it is fun to be on the same 
side this time. 

It is a pleasure to have the opportunity for us to meet with this 
group. And I consider it particularly fortunate that this meeting is 
being held so near to the time of official publication of the regulations 
relating to the Small Business Investment Act of 1958 by the Small 
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Business Administration and the Securities and Exchange Com- 
mission. 

I have been told that the American Management Association planned 
it this way. If it did, it is certainly to be congratulated for its per- 
ceptiveness and foresight, since I, myself, did not know for certain 
until late last Friday that we would be able to issue our regulations 
by Monday morning of this week. 

Copies of the regulations i in final form were mailed, where possible, 
to each of the persons appearing on the program of the ae ses- 
sion yesterday and today. Other ae’ rave been made available to 

each of you here. I hope that this has increased the value of the 
meeting to you and has made it possible for the speakers to deal more 
authoritativ ely with the subject which has been assigned to them. 

I wish to congratulate the American Management Association on 
on the scope of the program it has prepared for you and to say that 
the Small Business Administration is delighted to have a part in it. 
We are always glad to explain our programs and regulations whenever 
we have the opportunity and the time to take part in meetings such 
as this. 

Mr. Gadsby, the Chairman of the Securities and Exchange Com- 
mission, and I have discussed the need for the broadest possible dis- 
semination of information on the small-business investment company 
program. And, with this objective in mind, our two agencies are 
planning to hold joint meetings in January on the east coast, in the 
Middle West and on the west coast. At these meetings, we will ex- 
plain, again, in detail, regulations and laws relating to the Small 
Business Investment Act to all persons who are interested in the pro- 
gram, and will answer their specific questions about the program. 
The dates and times of these meetings will be announced later. 

You heard from Senator John Sparkman yesterday, and I am cer- 
tain that he was informative and enthusiastic about the financing pos- 
sibilities offered to the small business concerns by the new act. He 
has been very interested in this type of legislation for a number of 
years and has followed it very closely. 

I am enthusiastic about the opportunities for small-business financ- 
ing that are offered by the Small Business Investment Act of 1958. 

I might just interpolate by saying that it seems to me that we who 
are interested in financial institutions in this country and in the growth 
of industry should be particularly interested in any experimental 
program, which this certainly is, at a time when some of the large 
industries, the automotive, for instance, only 1 or 2 out of all the 
companies are operating in the black, when in aircraft and rails we 
see the largest companies, in effect, subsidized by the Government. 
If we can, in using these techniques that are set up under this bill, and 
in others, develop new ways to provide for growth of small com- 
panies, we should lend it our enthusiastic support and help, if for no 
other reason than that it will materially strengthen the economy gen- 
erally. 

It is our intention, in the Small Business Administration to be as 
helpful as possible to persons planning to organize companies under 
the act, to hold necessary procedures and paperwork to a minimum 
consistent with good administr: ation, and to process applications for 
the licensing of investment companies with the greatest possible dis- 
patch. We do intend, however, to make certain that the companies 
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which are organized have the best possible management talents that 
are available to them. The successful operation of an investment com- 
pany, we have found from our studies, is not a simple project involv- 
ing primarily and only the obtaining of funds from private or Gov- 
ernment sources, or from both. It involves an extensive knowledge of 
finance, and the management of financial institutions, plus a knowl- 
edge of business and business management, with all of their ramifica- 
tions. 

The successful management of an investment company also depends 
upon accessibility to a relatively large number of investment oppor- 
tunities. Not every financing opportunity, we would all agree, de- 
serves or can justify financing through the equity-capital route, or 
through the credit route, either, for that matter. Frequently, a busi- 
ness which is losing money will not benefit from the injection of addi- 
tional funds in the form of credit or capital unless other drastic 
changes are made, sometimes even in management itself. If an invest- 
ment company has access to only a few financing opportunities, it is 
likely to have a distorted view of what is worthwhile, and may suffer 
the consequences through poor investment. I know of one successful 
company, investment company, that is, which has carefully examined 
more than 2,700 applications submitted to it and has selected less than 
50 in which to invest its funds. I do not mean to imply that this 
ratio is to be expected of all companies, since other companies may 
have other policies. It does, however, point up the fact that invest- 
ment companies must select their investment opportunities with care, 
and what may appear to be a good investment in a person’s original 
judgment may or may not prove to be one in the light of subsequent 
events. 

It seems to me that another essential element or ingredient of an 
investment company to be successful is the availability of funds in 
large amounts. By that, I mean in amounts exceeding those men- 
tioned in the Small Business Investment Act as a minimum require- 
ment for the establishment of an organization of an investment com- 
pany. It willalso have to keep down its overhead, too. 

The mathematics of the situation are clear. Say a company had a 
half million dollars of capital in surplus, earned 6 percent on it with- 
out any losses, and made no provisions for maintaining a reserve of 
any kind from its own assets. The company would have $30,000 a 
year with which to pay salaries, rent, travel, and taxes. This would 
not include any possible dividends, and investment companies must 
earn a profit or they will not find receptive and enthusiastic investors. 
They must also have or maintain access to reserves as do other financial 
institutions. 

Now, I don’t mean to imply that a company cannot earn more than 
6 percent, because there are ways, of course, to increase that amount, 
particularly the conversion of the debentures to stock. 

Access to additional funds will enable an investment company to 
provide additional capital or credit to a company which it has pre- 
viously financed and which enjoys the growth expected when the 
financing was first provided. This point seems so obvious that I 
certainly do not need to develop it further. 

There are other requirements, of course, for operating a successful 
company. But it seems to me that any person planning to start an 
investment company, either under the Small Business Investment Act 
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or otherwise, should, at least, give consideration to the principles I 
have named. These elements should be present in his plans, and if 
they are not, he should consult with specialists to ascertain for him- 
self whether the lack of any of these elements is offset by other factors. 

In discussing the act and our proposed regulations with specialists 
in a number of fields, I have noticed general agreement for a variety 
of reasons that it is to the advantage of banks, savings and loan com- 
panies, and brokerage and investment firms to be affiliated with the 
new small-business investment companies. 

The only disagreement seems to occur when the specialists begin 
to discuss the advantages that accrue to private individuals in the 
formation of a company not affiliated with another financial institu- 
tion. I, for one, believe that there are definite advantages to indi- 
vidual investors. But here is probably neither the place nor the time 
to discuss in detail the types of advantages which might accrue to 
different groups. 

In preparing regulations interpreting the act, we have sought to 
develop policies which will permit the formation of companies with 
a good chance of operating successfully. We do not have unlimited 
authority under the act in the preparation of these regulations, but 
must, of course, follow the statutory provisions. In some cases, the 
comments that we received on the proposed regulations objected to 
the statutory provisions themselves rather than to the regulations. 
These comments will be subject to further examination as we prepare 
future legislative recommendations in connection with the act. The 
revised regulations do contain a number of substantial changes from 
the proposed regulations that were first issued on October 29. In 
some instances, we have found that we had not made our intent clear, 
and, in others, that there was concern over matters which we had not 
deemed significant when preparing the first draft. 

I would like to say, in general, that in a number of places we pro- 
vided for an extreme amount of freedom on the part of people that 
were organizing these companies. We permitted them to set up their 
own policies and merely inform us of what their policies would be. 
I was almost convinced after reading the comments, particularly from 
some of the large law firms, that the financial community really doesn’t 
want complete freedom, because they, time after time, asked that we 
be more specific, that we set up more criteria under the regulations. 
Well, we aid that to a certain extent in the next draft. 

In several places, however, we are required to approve the terms 
and conditions of some of the investment companies, that they plan 
touse. In these cases, we don’t intend that you spell out in meticulous 
detail exactly what you intend to do in every particular case, but, 
rather, that you set the outer limits, and then you stay within them, 
or if you have a special case, and you have any problem about it, and 
you are doubtful as to whether the policies you have already filed 
cover it, you can come to us for a quick answer or quick review. We 
would like to feel that we can set these regulations up in this way, and 
give the market place a chance to operate in the actual negotiations 
between investment companies and the small firms they finance, and 
as between investment companies and persons to whom they may 
subsequently sell or dispose of the stock that they may obtain by con- 
verting their debentures. But subsequent speakers will develop some 
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of these things I have merely mentioned in general terms to show you 
what our policies and ideas were. 

In organizing a program for this meeting, I felt that those present 
today—some of you I know have come from a great distance and would 
prefer to hear as much as possible about the act and our regulations 
and their different aspects from men who will be working with them, 
rather than to have me speak during the entire period. 

Some of the men you will hear this morning have had an active role, 
both in drafting the original legislation on the subject submitted to 
Congress by the administration, and later revisions. In this, they 
have worked closely with the various staff members of the congres- 
sional committees. 

As you may know, the Senate and House Banking and Currency 
Committees have actual legislative jurisdiction over this legislation, 
and the small business committees, of course, follow closely the ac- 
tivities of the agency and have ample opportunity to prepare reports 
which are followed closely by the Banking and Currency Committees. 

In preparing the statute and the regulations, to my certain know]l- 
edge, some of these men worked until the early hours of the morning 
on numerous occasions, one morning until as late as 3:30, and last 
week until 1:30 on Thanksgiving morning. Some of them worked 
on Thanksgiving Day and a large part of our staff worked last Satur- 
day and over the weekend in order to complete and print the regu- 
lations and have them here at this meeting, and, of course, to have 
them available at the field offices of the Small Business Administration 
in all parts of the country today and yesterday. I assure you, you are 
fortunate to have these particular staff members tell you about their 
phases of activity under the program, since many of you who plan to 
organize investment companies will subsequently deal directly with 
these men. 

I want to express my appreciation to them publicly for the en- 
thusiasm, sincerity and interest they have taken in their jobs in the 
prompt development of a program which all of us believe will benefit 
a number of small-business investment companies and to a far larger 
degree many small businesses. 

Ve shall, of course, hope to finish our part of the program in time 
to answer all of your questions. If this is not possible, I wish to assure 
you that any questions which are not answered today may be sub- 
mitted to us at the end of the meeting in writing, with the name and 
address of the inquirer attached, and we shall write to you and answer 
as best we can. We will also submit a copy of our letters to the chair- 
man of this meeting for inclusion as a part of the regular record of 
the meeting. 

In closing, I think I should, perhaps, mention a recent news report 
concerning the formation of a trade association of small-business 
investment companies which has been scheduled here in New York 
City tomorrow. I must confess when I first heard about this proposed 
association I felt that it would be comparable to a group of expectant 
mothers organizinga PTA. [Laughter. } 

However, those of us who work in Washington are accustomed to 
dealing with associations, since about 1,500 of them are located there. 
The Small Business Administration is geared to work with associa- 
tions representing all groups and industries. It is my sincere hope 
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that any association of small-business investment companies, when- 
ever and wherever organized, will have a broad enough base of mem- 
bership to be truly representative of the companies which I hope and 
trust will be formed in substantial numbers within a few months. 

In discussing the act now and the regulations, our staff will assume 
that all of you have read and are familiar with both. 

The first speaker will be Mr. Philip McCallum, General Counsel 
of the Small Business Administration. In this position, he not only 
serves as SBA’s principal legal adviser, but he is also responsible for 
keeping abreast of all Federal legislation affecting small business. 
Mr. McCallum is a former practicing attorney in Ann Arbor, Mich., 
where he also served as executive secretary of the chamber of com- 
merce. For several years he served on the legal staff of a large auto- 
motive manufacturing concern in Detroit, but we have long since for- 
given him for that lapse. Mr. McCallum’s subject this morning is, 


The Organization and Formation of Investment Companies. Mr. 
Phil McCallum. [ Applause. ] 


STATEMENT OF PHILIP McCALLUM, GENERAL COUNSEL, 
SMALL BUSINESS ADMINISTRATION 


Mr. McCattum. As Mr. Barnes has indicated, I have been asked to 
discuss the organization, formation, and licensing of small-business 
investment companies under the Small Business Investment Act of 
1958. These companies may be organized by parties who wish to stim- 
ulate business in a community by Seinging to it or such other areas as 
to them may seem desirable the benefits of this act. 

New corporations may be organized by individuals or existing com- 
panies may desire to form or encourage the formation of a new cor- 
poration. In either event, it will be necessary for them to lay plans for 
the financing of the company and the employment of top personnel. 

One of the first steps, it appears to me, is the preparation of a pro- 
posed certificate of incorporation or articles of incorporation, or what- 
ever document is prescribed by the statutes under which the corpora- 
tion is to be organized. 

The charter of a licensee must be obtained from the State or Terri- 
tory in which it proposes to operate, or, if it operates in more than 
one State or Territory, the charter may be obtained from any State or 
Territory within the area of its operations. SBA will consider the 
issuance of a Federal charter only if the parties are unable to obtain 
from a State or Territory a charter containing the provisions required 
by the act and our regulations and operate in accordance with the 
purposes of the act. 

I will discuss this in detail a little later. 

The form of certificate or articles generally is prescribed by State 
statutes and these should be adhered to as closely as possible. How- 
ever, I would like to caution that SBA will select and license private 
corporations which are chartered for the specific and only purpose of 
conducting a small-business investment company pursuant to the act 
and the regulations. 

Stated another way, these investment companies are to be devoted 
entirely and restricted in their activities to providing equity-type 
financing, long-term loans, and counseling and advisory services to 
small business concerns. 
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Section 107.301-1 of the regulations sets forth as a guide the specific 
powers and authority which the charter of a licensee shall contain. 
These powers need not be set forth in detail. They may be stated 
in any manner, so long as the sum, substance, and limitations thereof 
are set forth. Each diaxtir must, however, by our regulations, con- 
tain the following provisions, and I quote: 

This corporation is organized and chartered expressly for the purpose of 
operating under the Small Business Investment Act of 1958 and will operate 
in the manner and shall have the powers, responsibilities and be subject to 
the limitations provided by said act and the regulations issued by the Small 
Business Administration thereunder. 

At this same time, consideration must be given to the preparation of 
the company’s proposed bylaws, because SBA will want to know how 
the proposed company will operate. 

After due consideration has been given to the organic formation 
and development of a plan for the operation of an investment com- 
pany, the interested parties may file with SBA a proposed or pre- 
liminary application on form 414, which can be obtained from any 
regional or field office of SBA. They will also be available in our 
Washington office, but all proposals must be initiated through our 
regional or field offices. This proposal is filed with the appropriate 
regional office on behalf of the proposed operator by the proponents. 
Copies of the proposal are sent to the Small Business Investment 
Division in Washington after the preliminary check by the regional 
office. 

[ would like to emphasize at this point that this proposal is a detailed 
document and should be given thorough and intelligent consideration 
in its preparation in order to justify serious consideration by SBA. 
Among other things, it must set forth the name of the company and the 
location of its principal office. The proposed capital and debt struc- 
ture of the company to be in effect at the time the commencement of 
business under license by SBA must be submitted. The amount of 
subordinated debentures which the company desires to be purchased 
by SBA must be included. The proposals also call for a description 
of the securities proposed to be issued by the proposed operator. The 
title of each class of capital stock must be stated and the dividend 
rights, voting rights, liquidation rights, preemptive rights, any other 
rights, privileges, preferences or restrictions must be outlined. 

A brief résumé of the provisions of each class of long-term debt 
with respect to interest, maturity, conversion, redemption, priorities, 
is also required. 

The proposal must describe fully how and in what manner the 
proponents or the proposed operator plan to raise or provide for the 
initial capital requirements of the proposed operation. All plans 
for expansion of resources, including those calling for additional 
future investment of private—that is, non-Government—funds, must 
be disclosed. 

This form, 414, also requires information with respect to the charter 
status of the proposed operator. If incorporated at the time the 
proposal is submitted, the date the charter was issued and the State 
of incorporation must be disclosed. There must be furnished as ex- 
hibits the articles of incorporation and bylaws of the proposed oper- 
ators, as well as an opinion of counsel that it is chartered under State 
law to carry on the activities permitted by the act. 
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If the proposed operator is not yet incorporated, the proposed 
articles of incorporation and bylaws must be furnished as exhibits, 
together with an opinion of counsel that the proposed operator can be 
chartered under State law to conduct the activities permitted by the act. 

If a corporate charter is not available to the proposed operator in 
the desired State of incorporation or other State in the proposed 
operating territory because the laws of such State or States do not 
permit the issuance of the charter, or do not permit or enable the 
proposed operator to operate in accordance with the purposes of the 
act, this fact must be disclosed and supported by the original instru- 
ments, writings, and opinions evidencing the inability or refusal of 
such State to grant the charter. In addition, a legal brief of counsel 
for the proponents or a proposed operator covering legal bases and 
opinion of such counsel with respect to this matter, must be furnished 
as an exhibit. The furnishing of such information and evidence will 
be considered as a specific proposal that SBA consider the issuance 
of a Federal charter. 

The proposal must contain information with respect to the geo- 
graphical area in which the proposed operator intends to operate and 
should indicate the location of branch offices or agencies proposed to be 
established within 60 days following the issuance of a license and the 
area to be served by each. 

The phrase “operating area” is defined in the regulations to mean 
the area in which a licensee is authorized by the terms of its license to 
purchase convertible debentures from, to make loans to and to provide 
consulting and advisory services to any small-business concern, regard- 
less of the residence, domicile, place of business or location of the 
property of such small-business concern, so long as the purchase, loan, 
or service does not constitute nor involve doing business in any State 
not included in the territorial area or areas so as to require the licensee 
to register or otherwise comply with the laws of such State as a foreign 
corporation. 

The proposal must also set forth the general plan of operation, 
including, among other things, cash budgeting, anticipated capital 
expenditures, operating personnel, functions and compensation (other 
than management), and the use of investment advisers or bankers, if 
any, and the basis of their remuneration. The general policies of 
management, such as investment limitations, borrowing limitations, 
and extent of control to be exercised directly or indirectly over the 
small business concern, must be set forth. 

The proposal must include the standard terms, provisions, and con- 
ditions, including the initial pricing policy intended to be imposed 
by a licensee generally in connection with the purchase of convertible 
debentures from small business concerns. The maximum interest 
rate proposed to be charged in these debentures and long-term loans 
must also be set forth. The identification and background of the 
proposed officers, directors, and owners of 10 percent or more of the 
stock must be detailed. 

This is not a complete description of the information called for by 
form 414, but it is in large measure the substance of the proposal. 

Upon receipt of the proposal, the Small Business Investment 
Division will register it, review and evaluate the information, and 
conduct such investigations as it deems appropriate. 
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After consideration of the proposal, the proponents will be notified 
by SBA whether the proposal may justify further consideration for 
the issuance of a license to the proposed operator. If so, SBA will 
notify the parties who filed the proposals to proceed with all action 
necessary to qualify their company for execution of a formal license 
application on form 415 for final consideration by SBA as a licensee. 
This notification will set forth certain instructions and requirements 
which must be met by the proposed operator and will contain a con- 
ditional commitment by SBA that it will license the proposed operator 
and purchase its subordinate debentures as requested, provided, of 
course, that conditions precedent are met. The proposed operator 
has 90 days from the date of such notice to execute and submit to SBA 
its formal license application on form 415. During this period, the 
proposed operator should become incorporated, if not already done, 
and it should go about raising its capital. In this connection, I merely 
refer to the Federal securities laws, and particularly to the Securities 
Act of 1933, and the Investment Company Act of 1940, which were 
discussed by Mr. Gadsby, Chairman of the Securities and Exchange 
Commission. 

Form 415, the license application, calls for certain information and 
exhibits. For example, the actual capitalization of the proposed 
operator must be set forth, thus indicating to SBA that the capital 
requirements of the act and regulations have been met. In addition, 
copies of the articles and bylaws as adopted must be submitted. 
Copies of the minutes of the meeting at which the board of directors 
was elected, the meeting of the board of directors in which officers 
were appointed, copies of the resolution passed authorizing the sub- 
mission of a license application, should be filed. 

Form 415 also requires evidence of compliance with any conditions 
and instructions contained in our notice to proceed. It must also 
contain a formal request for SBA to purchase its subordinated deben- 
tures in a specific amount, if adétted to meet the capitalization 
requirements. 

The license application must also contain the express offer by the 
proposed operator to conduct the activities permitted by the act and 
regulations thereunder immediately upon grant of its license. 

After review of the license application, SBA will issue a license if 
all requirements and conditions precedent have been met. 

You now arein business. [ Applause. ] 

Mr. Barnes. Well, that seems a little complicated, but it really is 
not as bad as it sounds. May I say that we intend to be as helpful as 
we can. Within a few weeks, we will prepare a model or a form, 
articles of incorporation, bylaws and ample instructions to accompany 
these forms that Mr. McCallum discussed. 

Now, the samples that we prepare are not to be thought of as 
definitive, because we would recognize that a company may wish to 
vary them in line with their particular activities, or they may be 
varied from State to State. But, having been an attorney before the 
Government changed me to something else, I realize that attorneys like 
to have a form to follow, even though they may charge their clients 
without regard to the fact they may use someone else’s homework. 
But we will try to have some sample papers for you to look over, and 


then you attorneys who are present can add all the scope and territory 
you want. 
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I told some of our people that I fully expected to see an investment 
company organized to operate on Mars and on the Moon and all 
around the world, and, more particularly, in the Western Hemisphere, 
and, more particularly, in the United States, and, more particularly, 
on the eastern seaboard, and, more particularly, in Manhattan Island. 
But then we know how attorneys do this. 

The detailed analysis which Mr. McCallum has just given, of course, 
will be printed in the record, and I think will help oan of you as you 
sit down to make up your step-by-step plans as to what you do next. 
And it will become increasingly clear to you as you become familiar 
with the regulations and see exactly what the requirements of the law 
and regulations are. 

The time limits that were given in there need not be frightening. 
I can’t give you any exact estimate as to the time it will take SBA 
to process a proposal. It will depend on how complete the proposal 
is when submitted. If it is in perfect form, it won’t take us very long. 
If we have to come back and ask you for further information that 
was not given, it may takelonger. But we hope to be geared to operate 
pretty quickly on these things. 

Now, the fact that we use a proposal form and then a subsequent 
main application for a license need not be frightening, either. We 
could have done it either way. We could have said, “Submit an 
application and we will give you a preliminary opinion on your 
application.” But, since most of the companies—with few exceptions 
none have been organized—we felt that it would be a saving to the 
organizers of these companies if they could have our examination take 
place before they had actually collected their subscription and 
actually incorporated under State law. It is much simpler to change 
papers before they are filed than to refile and pay additional fees, 
and that sort of thing. They is why we used the proposal form. 

The filing of the application itself is a mere formality after the 
proposal has been approved. SBA is committed, and you are told 
that, if you proceed in accordance with the proposal as approved, a 
license will be issued. If, as you complete your organization, you 
find it necessary to vary your plan for some reason or another, this 
is a thing that may require approval, an additional approval at the 
time of final licensing. So, I hope this has been helpful. 

Now, to turn to another subject on which I know there is some slight 
interest, that of obtaining the financing: How do you get the checks 
from Uncle Sam on this? 

Mr. Albert Kelly, Deputy Administrator for Financial Assistance 
and Acting Deputy Administrator of the Investment Division, 
was required to attend another meeting out West, and we thought 
you would prefer to hear directly from the man who is Acting Director 
in charge of the Investment Division. Mr. Ralph Farnum is Chief 
of the Office of Finance of the Investment Division and is Acting 
Director of the newly established Division. Mr. Farnum is a former 
Philadelphia banker who has also had investment-company experience. 
He served as a loan examiner for the RFC for several years. He was 
an employee in the Philadelphia regional office of the Small Business 
Administration before transferring to our Washington staff. He has 
also served with distinction as a member of the Small Business Ad- 
ministration’s Loan Review Board prior to his new assignment with 
the Small Business Investment Division. 
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Mr. Farnum will discuss the financing, examination, and reports 
of small-business investment companies. 


STATEMENT OF RALPH FARNUM, ACTING DIRECTOR IN CHARGE OF 
INVESTMENT DIVISION, SMALL BUSINESS ADMINISTRATION 


Mr. Farnum. Thank you, sir. 

Investment companies can borrow from the Small Business Admin- 
istration under two sections of the act—sections 302 (a) and 303 (b). 
There is also a general borrowing power under section 303 (a). 

Under 302 (a), if a small-business investment company cannot obtain 
the full minimum capital of $300,000 from private sources, then the 
Small Business Administration will advance up to $150,000 of that 
amount. Such an advance will take the form of a subordinate deben- 
ture, subordinated to all other obligations of the investment company. 
The investment company can consider these subordinated debentures 
as part of the equity capital for the purpose of figuring their addi- 
tional borrowing capacity under section 303 (b). However, they 
are a debt obligation of the investment company which must be so 
reflected on their balance sheet and repaid in accordance with their 
terms. 

The subordinated debentures will be substantially in the form com- 
monly used in commercial or industrial financing. Essentially, they 
will be unsecured interest-bearing promissory notes. The interest 
rate will be 5 percent and it will be payable not less than semiannually. 
However, SBA might be willing to defer the first interest payment 
to the end of the year in the interests of conserving cash in the starting- 
up period of the investment company. The bonds will be registered 
in form, and the use of a trustee is probably unnecessary. The interest 
will be payable in immediately collectable funds, either in the Wash- 
ington office of the SBA, or possibly at the Federal Reserve bank 
serving the section of the country where the investment company is 
located. 

In order to give time to the investment company to find appropriate 
small businesses in which to invest, SBA is willing to give a commit- 
ment for the subordinated debentures. This will require a commit- 
ment fee of one-twelfth of 1 percent for each month after the first 
month, and the remainder of any commitment not previously exercised 
or canceled must be sold to the Small Business Administration within 
the first year. 

Subordinated debentures must have a maturity not in excess of 20 
years and must provide for orderly amortization in the final half of 
the stated term unless more rapid repayment is provided for which 
would be mutually acceptable to the investment company and to the 
Small Business Administration. ; 

Full or partial anticipation of the obligation is permitted at the 
option of the investment company on any interest date. Conversely, 
any default could result in the acceleration of the entire obligation in 
the discretion of SBA. In the case of proponents of substantial finan- 
cial responsibility, it would seem desirable that in their prospectus they 
include some declaration of intent to repay or prepay the debentures 
in a 3- or 5-year period after the management of the investment com- 
pany has discovered to their own satisfaction that they can operate 
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successfully and thus encourage the investment of additional private 
capital. 

Reatetdion for such debentures should be made with the submis- 
sion of the proposal. 

There will, also, be a form to request disbursement of the funds 
once SBA has agreed to purchase them. 

Loans under section 303 (b) will be made by the Small Business 
Administration to investment companies to encourage the formation 
and growth of small business. Under this section, an investment com- 
pany may borrow up to 50 percent of their paid-in capital, including 
any subordinated debentures issued to the investment company under 
section 302 (a). The interest rate, again, will be 5 percent and the max- 
imum maturity will be 20 years. An orderly amortization must start, 
at least, at the beginning of the second half of the full term of the 
original loan. These obligations may or may not have to be secured. 
This will depend on the usual credit standard of a reasonably prudent 
lender. SBA will be looking for the safest and best deal it can get. 

A loan finally made by SBA to an investment company under this 
section may be something less than the ideal, and depend on all the 
facts surrounding a given situation and the earning record of the 
investment company. 

The management of a licensee is expected to seek loans from private 
sources. ‘They are also expected to look on the ability to borrow from 
SBA as an alternate to the maintenance of cash reserve which any 
prudent management would normally wish to maintain in order to 
meet operating expenses and current obligations as they fall due. 

If they do this, they could reasonably expect to keep practically all 
of their capital virtually fully invested in small businesses on a long- 
term basis in furtherance of the investment company’s stated invest- 
ment policy as outlined in their proposal. This does not necessarily 
mean the whole amount of this borrowing from SBA should be con- 
sidered as a reserve, rather a reasonable portion thereof, considering 
the investment company’s cash policy and the possible needs they have 
in the future. 

If loans can be obtained from other sources, the management of an 
investment company should not forget that the maximum limitation 
on borrowing is four times their paid-in capital, including any sub- 
ordinated debentures issued under 302 (a). Section 308-2 of our 
rules states the conditions governing the disbursement of SBA funds. 
One of these requirements is that the funds be employed in accord- 
ance with sections 304 and 305 of the act, within 30 days after their 
receipt or an approved extension of that 30-day period. This seems 
to obviate the need for any commitment agreements on the part of 
SBA. 

Sections 304 and 305 have to do with the authority for the loans 
the investment companies make to small business, either in the form 
of convertible debentures or long-term loans of such sound nature 
and so secured as to reasonably assure repayment thereof. 

If an investment company gets into difficulty, or is so financially 
involved that in the judgment of the Small Business Administration 
capital impairment is construed to exist, that is, if a proper reevalu- 
tion of the stated value of the assets of an investment company results 
in affecting the net worth of the company in accordance with the 
prescribed formula outlined in section 308-1 of the regulations, then 
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there is an impairment, of which SBA will advise the investment com- 
pany and SBA will not lend any additional funds until appropriate 
steps are taken to remedy the impairment, either from new capital 
injections or from the retention of earnings net of expenses. 

Investment companies will be examined by independent certified 
public accountants of the investment company’s own selection at least 
once a year. This will be supplemented by the investment company’s 
own 6 months’ interim statement and such other reports as the Small 
Business Administration may determine to be reasonably necessary. 
The examination will be conducted in accordance with generally ac- 
cepted auditing standards, and it will further determine that the 
investment company is operating in accordance with the proposal 
— which the issuance of their license was based. The report will 
also show that the investment company was operating within the 
limits prescribed and intended by the act. 

If, after review of this report, the Small Business Administration 
has reason to criticize the investment company’s management, a review 
examiner may be sent to investigate further and to attempt to get 
appropriate corrective action started. We will presently have avail- 
able a manual showing what is needed in the way of records and 
accounts. It will be made available to all investment companies, to 
the accounting profession, and anybody else having an interest. It 
should result in substantial uniformity among the investment com- 
panies in their accounting procedures. It should result in being of 
considerable value to them in keeping operational and auditing costs 
at a minimum. 

Thank you. [Applause. ] 

Mr. Barnes. Well, you know, some of the comments we received 
about the proposed regulations, when they read we placed a limitation 
of borrowing at a 4-to-1 ratio were to the effect that we were, in effect, 
strangling these companies by precluding them from borrowing in 
excess of this. Now, frankly, I Felt that it might be some time before 
any company would reach that ratio, and—but I am sure all of us in 
SBA are willing to learn from the general public anything we can, 
so we changed, in the final adopted regulations, this provision to read 
that you could not borrow in excess of the 4-to-1 ratio without prior 
approval from SBA. So, if any of you can, come around and ask 
permission, and we will be glad to consider it—and usually we will 
grant it. 

The only thing we are attempting to do is: we want you to get as 
much leverage from these Government funds as possible. It is not 
our desire to restrict you in any way in this sort of thing. 

We have to comply with the law, and the law is pretty clear. This 
is intended to provide long-term financing for small firms. And, if 
you find that your company is operated so well that your borrowing 
capacity exceeds that named in the regulations, I assure you we will 
be perfectly happy at any time to consider any proposal for a varia- 
tion. 

Now, everybody asks, whenever SBA or any of its speakers appear, 
what is a small business? We feel that we know, ourselves, generally. 
The problem is to announce some size standard that will permit others 


to draw the line clearly under various activities and programs with 
which we are connected. 
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In preparing the regulations for this act, we can see very good and 
clear reasons why a different type of size standard was needed than 
we used generally in our own agency, where we are familiar with it, 
we have many cases and we are able to make the decisions with our 
personnel. Here there will be companies all over the United States. 
The companies will have various employees, and we will have to, from 
time to time, be deciding whether or not a particular company is a 
small business with w hich they intend to do business. 

Our next speaker is well equipped to tell you what we mean by 
the size standard that we have adopted in connection with investment- 
company activities and how it may be used and why we adopted a 
different standard. 

Mr. Jules Abels, Small Business Administration’s economic ad- 
viser, maintains a close and constant check on all —— trends, 
particularly those relating to the general welfare of the Nation’s 
small-business community. He also serves as Chairman of the Small 
Business Administration Size Standard Committee, which determines 
questions relating to size standards. 

Mr. Abels was born in Taunton, Mass., and maintains his legal resi- 
dence in New York City. He is a former associate editor of News- 
week magazine. He is an economic analyst for Research Institute of 
America and also served as editor of RLA’s Key Business Letter and 
their foreign report. 

Abels will explain the definition of small business in the Small 
Business Investment Act and regulations. 


STATEMENT OF JULES ABELS, DIRECTOR, OFFICE OF ECONOMIC 
ADVISER, SMALL BUSINESS ADMINISTRATION 


Mr. Azers. The question of small-business definition is an extreme- 
ly complicated one, as you can imagine, in view of the great variety of 
businesses in the United States. Therefore, it is necessary to estab- 
lish a more or less pragmatic definition and make individual adjust- 
ments as they appear. 

[ should also like to point out to you that there are some businesses 
which will be unhappy because they are excluded. But that is neces- 
sary. After all, this is a Small Business Administration. The Small 
Business Administration is designed to give benefits to one sector of 
the economy as against another, and, necessarily, some businesses must 
be excluded as “not small” if there are to be businesses as “small” 
which are to be benefited under the Small Business Administration 
and the Small Business Investment Act. 

Now, in confronting this particular problem, the Administrator was 
aware of the general philosophy which was behind the Small Busi- 
ness Investment Act as it was articulated in various congressional 
hearings and, particularly, in the Federal Reserve Board study which 
was issued last April, which was the precursor of the Small Business 
Investment Act. 

All of our definitions are framed to meet particular situations and 
particular programs. 

As far as the Investment Act is concerned, the rationale was that 
small businesses per se are handicapped, compared to large busi- 
nesses, because they are unable to tap the securities markets. They 
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cannot interest investment bankers in floating their securities the way 
bis business can. The cost of under writing is prohibitively large. 
And, most important of all, they did not enjoy the public interest and 
the ed following that big businesses enjoy in the public markets. 

The Administrator, therefore, took cognizance of the general phi- 
losophy behind the act and the intent of C ongress and, therefore, he 
stated, first of all, that, if a concern has its stock traded on any 
exchange, whether the big board, the American Exchange, or any 
of the other 16 exchanges, those exempted by the SEC or those not 
exempted, those concerns shall not be considered prima facie as 
small. Moreover, he said that if a stock had an over-the-counter 
market, that prima facie should also not be considered as small. 

That phrase “over-the-counter market” is a little bit difficult, be- 
cause, technically speaking, any stock which is not traded or not sold 
on an exchange is sold over the counter. But the Administrator did 
not mean to include private sales, occasional sales of one person’s 
interest in a company to another. He meant an over-the-counter 
market. ‘Therefore, the definition specifically states that if a stock is 
not sold through broker-dealers, if it is sold on a private basis, that 
that should not be considered as constituting an over-the-counter 
market. 

We are very well aware of the fact that a stock may be traded on 
an exchange and it may be traded over the counter and have an over- 
the-counter market, nominally speaking, and still may be small; and 
it may not have the potential for private financing. Therefore, this 
rule is only a prima facie rule, and any concern which claims that it 
is small, notwithstanding these provisions, can apply to the SBA on 
our regular SBA Form 355, and we will review it. We will analyze 
the situation and we will give as expeditious an answer as possible. 

In the case of over-the-counter sales, we state specifically what the 
criteria are. A company, from its transfer books, is aware of the 

sales of stock which have taken place during the year, and it can make 
representations to the SBA that only X number of transactions took 
place in that stock during the year, representing Y amount, an in- 
significant turnover or an ‘insignific ant percentage of the total issue of 
that stock. Or that transfers were made without consideration, such 
as the transfers from a father to his son, and, therefore, we should be 
persuaded that in the case of this particular company we should grant 
an exception. 

I cannot predict, and certainly I don’t think the Administrator can 
predict, how many exceptions will be made. Recently, I looked over 
the stocks which were sold in the Washington area, on the Washington 
branch of the Philadelphia-Baltimore Exchange, listed and unlisted, 
I looked over the list of the stocks which were sold over the counter, 
and it was my reaction that these companies were certainly not the ty pe 
of companies that Congress had in mind in setting up the Small Busi- 
ness Investment Act. They were the big department stores, the big 
food chains, the restaurant chains, the drug chains, and so forth. But, 
as I say, we will review each individual case as it comes along. 

As you can see, what we have done is to put these companies in a net, 
as it were, for inspection of individual cases. It is a control mecha- 
nism. We immediately weed out those big corporations which are 
large and which might otherwise escape by 3 a general standard. We 
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also inspect. those cases where a company has a potential for private 
financing. And we also take adequate precaution, a precaution which 
is necessary, where Government funds are being handed over to an 
intermediate institution, to prevent Government funds from going into 
securities speculation. 

Now, this group, which is segregated by the Administrator, is rela- 
tively small. The National Quotations Service lists 15, 000 issues 
which are traded on exchanges and sold over the counter. A few 
thousand of these are on exchanges. All the others are sold over the 
counter. Well, you can immediately knock out the big companies, the 
big corporations. Then there are duplicate issues. There may be a 
first preferred, a second preferred, and so forth. Generally insurance- 
company stocks are sold only over the counter, and all bank stocks. 
There are the utilities, the closed-end trusts, holding companies—I 
could go through a long list. But certainly there are no more than 
10,000, probably, around 7,500 companies, which might be in conten- 
tion. Now, this 7,500 is out of a small-business universe of 4 ,200,000 
businesses. © To that you must add 360,000 new business entries every 
year. Therefore, the Administrator has segregated prime facie 7,500 
companies out of a grand total of 4,500,000 small businesses. 

The Administrator has gone further, and he has said if a company 
has demonstrated its ability to raise money by private financing that 
that company will not be considered small; and, if you read the 1 regu- 
lations, he has stated that if a company has at any time within the 
past 3 years sold its securities, whether through the SEC regulations 
or whether through intrastate offerings, to the extent of $300,000, that 
that company will not be considered as small. 

The total number of issues each year which are not Reg. A issues 
and which are registered under the rules of the Securities and Ex- 
change Commission number about 650, and most of those are covered 
under the 15,000 that I have previously mentioned. So we do not 
think that that adds significantly to the number which are barred. 

Again, any company which seems to be barred under this rule can 
come to the SBA and can apply for an individual exception, describ- 
ing the circumstances in the particular case on which it bases its plea 
for an exception. 

We come now to the big mass of companies. We have the corpora- 
tions which are closed corporations or which are family corporations. 
In my individual experience in SBA, almost all the corporations that 
I encounter are those in which stock is held by 2 or 3 people. And 
then you have the partnerships and the individual proprietorships. 
Eighty-six percent of all American businesses are unincorporated. In 
those cases, the Administrator has stated, first, that a company will 
not be considered small if it has assets of over $5 million. This 
$5-million figure corresponds, roughly, to 500 employees, which, as 
you know, is the basic rule in the small-business definition. 

Of course, a concern can be much larger than 500 employees if it 
employs leased equipment and leased plant, and the figure, therefore, 
of such equipment and plant does not go into its assets. 

And, then, another test is added on if its total income after taxes 
over a 3-year period has averaged over $150,000 per annum. It is our 
view that if a company has an income after taxes of $150,000 per year, 
then it should be able to secure public financing. 
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As you can see, all these rules are stated in the negative. If a com- 
pany a disqualified by any of these rules, then it should be able 
to qualify. 

hain even if a company is disqualified under the $5 million rule, 
or the $150,000 rule, it can come to the SBA and ask for an individual 
exception. 

The key part of the regulations is, as I have said, the fact that the 
Administrator can grant individual exceptions where the circum- 
stances justify it. From my own consultations with the Adminis- 
trator, I feel sure that he means to adhere to the intent of the Small 
Business Act, to bar this type of financing to concerns which have 
the potential for private financing and those which are not small. On 
the other hand, I am sure that he wants to grant exceptions so as to 
give sufficient flexibility, so that these small-business investment com- 
panies will have the incentives and the profitmaking opportunities in 
order that the objectives of the act will be achieved. 

We are in a position to give quick review on individual applica- 
tions. You may be surprised to know that we actually police the 
procurement field, and we give decisions in individual cases, even 
though there are over 75,000 successful bidders in Government pro- 
curement every year, and there are over 3 million transactions per 
year. 

" So, in this limited area, we are geared to give the review and the 
examination that each case warrants. 

I think that I have covered all the points in the definition except 
for the affiliation rules at the beginning of the definition, which are 
an important part of the rules. 

The Small Business Act states that a small business must be inde- 
pendently owned and operated. Therefore, if A is controlled by B, 
A and B are considered affiliates and they must be counted together 
for purposes of size eligibility. If A and B are independent of each 
other, but they are both controlled by C, then A, B, and C must be 
lumped together and must be considered as a unit for purposes of 
size eligibility. In that way, we catch cases where a holding company 
has two or more concerns. 

I think that I have stated the main points in the definition. And, 
as I say, I believe that the Administrator has complied with the main 
intent of the act and, at the same time, has sought to give sufficient 
flexibility to make this act effective. [Applause. ] 

Mr. Barnes. Thank you, Mr. Abels. 

Well, among the comments that we received were many that said 
something to the effect that, “You have restricted the definition under 
fhe Investment Act to fewer companies than under your regular fi- 
nancial assistance program.” Or, “Why don’t you adopt the defi- 
nition that you use under financial assistance program ?” 

I will merely say that it should be clear to anyone, from Mr. Abels’ 
remarks, that we believe that the definition under the Small Business 
Investment Act is broader than that used under the financial assist- 
ance program in connection with regula® business loans. After all, 
when you only eliminate some 7,500 companies out of 414 million, we 
can’t do something absurd here by bringing everybody in. I have 
to report to Congress. And, last year, I reported to 15 different com- 
mittees of Congress, I might add. And I have to report that I am 
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doing my best to administer the law and carry out the intent of Con- 
gress. 

As you can remember from what I read to you earlier, there are 
some who believe that 1 am not administering the law already in ac- 
cordance with the intent of Congress. But, certainly, on this defini- 
tion that we are using in the Investment Division, it will be simple 
here and easier for the public generally to work with this definition 
than with the more complex definition which our own employees are 
geared to use and are capable of using in the regular business loans. 
And we do not think that this definition is in any way restrictive, and 
we will keep an open mind to deal flexibly with those cases where ex- 
ceptions should be made. 

Now, the next speaker, Mr. Leonard J. Ralston, is Assistant Gen- 
eral Counsel of what we call the Legal Investment Division, which 
is a division in the General Counsel’s Office, and the men that work 
with him are responsible for providing legal advice and assistance 
to the Investment Division. Mr. Ralston is a former practicing at- 
torney in Philadelphia. He has been in Government financial agen- 
cies since 1934. Mr. Ralston’s subjects today are, How Does an In- 
vestment Company Function, What Does It Do, What Terms and 
Conditions Should It Put in Its Contracts in Its Dealings With Small 
Businesses That It Is Financing ? 


STATEMENT OF LEONARD J. RALSTON, ASSISTANT GENERAL 
COUNSEL, LEGAL INVESTMENT DIVISION, SMALL BUSINESS 
ADMINISTRATION 


Mr. Ratstron. Thank you, Mr. Barnes, 

Of course, I will confine myself to the provisions of the act and to 
our regulations in covering my subject. 

The specific provisions of the act that I will be dealing with will 
be sections 304, 305, and I will touch briefly on section 308. 

The Small Business Investment Act states that it shall be a primary 
function of each small-business investment company to provide a 
source of needed equity capital for small-business concerns. This 
capital can be provided only through the purchase of debenture bonds. 
Such debentures must be callable on any interest-payment date, on 3 
months’ notice, at par plus accrued interest. They must be convertible 
at the option of the licensee or a holder in due course up to and in- 
cluding the effective date of any call into the stock of the small busi- 
ness concern at the sound book value of such stock determined at the 
time of the issuance of the debentures. 

The act. requires that the debentures bear interest at such rate and 
contain such other terms as the company may fix with the approval 
of SBA. 

Now, at this point, I am going to call particular attention to the 
fact that the act requires that we approve the terms of these de- 
bentures. To avoid the necessity of individual approval by SBA, the 
regulations provide that the proposal should contain, to the extent 
possible, the standard terms, including pricing policy, which a 
licensee expects to impose and employ in connection with the pur- 
chase of convertible debentures in the negotiations with small-busi- 
ness concerns, 
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No further approval from SBA will be required so long as the 
licensee operates within such terms and policies. Special provisions 
applicable to a particular transaction can be negotiate 1 and concluded 
without further approval by SBA so long as “the provisions do not 
represent a major variance from the terms and policies set forth 
in its proposal or otherwise approved generally by SBA. 

I think I should note that we had always intended that approach, 
even in our proposed regulations, but, apparently, our language was 
not completely clear and a lot of people got the impression that. we 
were going to take a look at each deal as you made it. Now, we obvi- 
ously do not intend that. Weare bound by the requirements of the act 
that we must approve the terms of the debentures, and we are using this 
means, this regulation, in an endeavor to both comply with the re- 
quirements of the act, which is a mandate to us, and at the same time 
to give the small-business investment company as much freedom as 
possible i in its negotiations, and also so that it does not have to come 
back each time it makes a deal. 

The convertible debentures should have a stated maturity of not less 
than 5 years. ‘This does not, of course, disturb the call or conversion 
privileges. 

In the determination of the sound book value of stock of the small- 
business concern at the time of the issuance of the debentures, the 
regulations authorize consideration of all pertinent factors, including 
the actual value of the assets of the small business concern and the 
relationship of the earnings of such concern to its invested capital. 

As discussed yesterday, “conversion at such valuation ean result in 
substantial profit tothe investment ¢ ompany. 

To spread risk and permit greater assistance to small business 
concerns, the regulations authorize two or more licensees to participate 
in the purchase of such convertible debentures. The regulations 
provide that the rate of interest charged by a licensee cannot exceed 
the maximum rate applicable to such transactions under local law. 
If such a maximum rate does not exist under local law, a maximum 
should be established by the licensees and set forth in its proposal 
for approval by SBA. 

You will recall that the act requires the licensee to fix the interest 

rate, with approval by SBA. This regulation permits such freedom 
and ‘approval. 

The licensee can require a small business concern to refinance its 
outstanding indebtedness so as to make the investment company, in 
substance, the sole creditor of the small business concern. A licensee 
can require, also, that the small business concern will not incur any 
additional indebtedness while the debentures are outstanding without 
prior approval of the licensees and an opportunity for the licensee 
to finance such additional indebtedness. 

However, the regulations require the licensee to permit appropriate 
exceptions for open account or other short-term credit to, at least, 
allow normal operations. 

The act requires that when a licensee provides such capital to a small 
business concern, such concern must purchase stock of the licensee 
in an amount not less than 2 nor more than 5 percent of the amount 
of capital provided. The regulations require that such amounts shall 
be 2 percent up to $50,000, 3 percent for the next $50,000, and, there- 
after, 5 percent of the amount of debentures delivered. 
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Moving now to the long-term loans, the Investment Act provides 
that licensees shall constitute also a source for long-term loans to 
incorporated and unincorporated small business concerns. The act 
requires SBA to determine the maximum rate of interest charged by 
a licensee in connection with such loans. The regulations set such 
maximum at the maximum applicable under local law. If a maximum 
does not exist under local law, a maximum should be suggested in the 
proposal of a licensee to aid determination by SBA. 

Loan maturities can run for 20 years, with extensions or renewals 
for additional periods not exceeding 10 years to aid orderly liquida- 
tion. The regulations establish a minimum maturity of not less than 
5 years. However, loans to protect the interests of a licensee in existing 
long-term loans or debentures can be for less than 5 years, since the 
basic debt is long-term. 

Such loans should not provide a right in a licensee to acquire a 
proprietary interest in the borrower, except through the medium of 
collateral security. The act requires such loans to be of such sound 
value or so secured as reasonable to assure repayment. 

Without SBA approval, the total obligations and securities acquired 
from a particular small business concern cannot exceed 20 percent 
of the capital and surplus of a licensee. However, you recall, as 
stated, two or more licensees can participate. 

The act provides that wherever practicable, the operations of a 
licensee may be undertaken in cooperation with banks or other financial 
institutions and any services or initial investigations required for 
loans and acquisitions of securities by the licensee may be handled 
by such banks or other institutions on a fee basis. 

A licensee can render services to banks or other financial institutions 
for a fee. 

Also, a licensee, for a fee, can provide small business concerns with 
consulting and advisory services through qualified personnel. 

Funds of a licensee not required for current operations may be 
invested in direct obligations of or obligations guaranteed as to prin- 
cipal and interest by the United States. 

Since a license results initially from a thorough consideration by 
SBA of all matters set forth in the proposal, the regulations provide 
that a licensee cannot change its investment policy, plans to raise 
additional capital, borrowing or other plans approved by SBA in 
the proposal or otherwise without the prior written consent of SBA. 
Any change in its officers, directors, or owners of 10 or more percent 
of its stock, as set forth in its proposal or otherwise previously sub- 
mitted to SBA, must also be promptly reported for SBA approval. 

Now, you can obviously see the reasoning back of that requirement. 
As I have indicated, we go to all the trouble of making a very thorough 
investigation as to the management, plans of operation, and so on. 
And it is upon that basis that we issue the license. And, consequently, 
that standard that we require must be maintained. 

Finally, nothing in the Investment Act or otherwise can impose 
any obligation or Tiability on the Government or any agency thereof 
with respect to any matter involving a licensee. Now, that is merely 
a repetition of a provision in the act itself. 

hank youvery much, [Applause.] 

Mr. Barnes. The provision that requires a borrower to purchase 

some of the stock in an investment company has caused some concern 
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with the general public as we noted from the comments that we 
received. This provision, however, is statutory. It is part of the 
act itself, and unless Congress sees fit to change it we must enforce 
it as best we can. It is found in a couple of places elsewhere in 
Government financing. It is found in FNMA acts. It is found, I 
think, in some of the Federal land bank provisions. 

Now, to those who say that our regulations are restrictive, I would 
point out exactly what we have done in this particular case. 

Obviously, the purpose and intent of Congress is to get the Govern- 
ment’s money back through this route, even though it would take a 
long time by this route. We have construed this provision to mean 
that it is applicable only in those situations where the investment 
company has Government funds involved. All other investment 
companies we have construed the act to mean that this particular 
provision is not of importance, and we permit merely a paper trans- 
action, a 30- or 60-day transaction in which there is a transfer, so 
there is compliance in form with the act. I don’t know whether Con- 
gress will criticize me for going this far. So, I think that any sug- 
gestion that the intent is to be restricted by these regulations is non- 
sense. This case alone is sufficient proof. 

We have two more short speeches before we turn to something else. 
But, I think now, Walter, would be a good time for about a 5-minute 
break. 

Mr. Stutts. Fine. 

( Brief recess. ) 

Mr. Struurs. Mr. Barnes still has three members to go. He prom- 
ised us that they will be able to move them through, and then we will 
have the question period after that. 

Mr. Barnes. Thank you. 

Walter, wouldn’t it be wonderful if all you had to do to get financed 
was merely to come in and ask Uncle Sam for the money and perhaps 
sign your name, and never have to worry about paying it back? 

Mr. Sruurs. That is where I get all of mine. (eaten! 

Mr. Barnes. This would be a wonderful world if all you had to do 
was just come to the Government and ask for funds and forget about 
it. But, you know, there are some things about this that might not 
be exactly the way that we like to have this world, if this was the way 
it was. For instance, we wouldn’t need any attorneys if this was 
true. And we wouldn’t need any investment bankers. So we do have 
some problems that we have to meet in complying with these statutes. 

I think I should say, in a general way, what must be evident—sev- 
eral of you have mentioned it to me, and it is perfectly true: In the 
designing of these regulations we have designed them so that the peo- 
ple who intend to form these companies will sit down before they ab- 
solutely jump off the cliff by borrowing this money and figure out ex- 
actly what their plans are and what they plan todo. There is much 
more to it than just borrowing the money, because loans have a way 
of falling due, they have to be repaid, and, gentlemen, let me tell you, 
these are loans that we intend to make under this act. They will fall 
due. And when they do fall due, Mr. Lauren Hart will collect them. 
Mr. Lauren Hart is our next speaker. He is Chief of the Loan and 
Investment Service Section of the Office of Finance, Investment Divi- 
sion. Mr. Hart is also acting as Chief of the Licensing Division. 
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He has been in Government service since 1939 and has served for a 
number of years with the Reconstruction Finance Corporation. He 
also was employed as a special assistant to the Secretary of the Treas- 
ury on pool loans and the disposal of the large loans at the time of 
the liquidation of the RFC. 

Now, under this act there is a provision for loans to State and local 
development companies. There was a long history of this in the con- 
gressional hearings. There are a great many of these companies 
across the country—over 2,000 of them that we know of. Some of 
the people that are here today I know represent some of these com- 
panies, and I felt that they were entitled to have explained to them 
these particular sections of the act which may not be of such general 
interest, but then if you are in the investment business, who knows, 
you may some day be faced with these same problems. 

Mr. Lauren Hart will explain loans to State and local development 
companies. 


STATEMENT OF LAUREN B. HART, CHIEF, LOAN AND INVESTMENT 
SERVICING SECTION, INVESTMENT DIVISION, SMALL BUSINESS 
ADMINISTRATION 


Mr. Harr. I would like to assure you that the fact that Iam end man 
at this table is not indicative of the importance that we attach to this 
particular segment, title V of the act. 

This section of the act will now permit the Small Business Admin- 
istration to make available on a much broader basis than has hereto- 
fore been the case, financial aid to State and local development com- 
panies. These companies, in turn, will make financial aid available 
to small-business concerns. 

First of all, what are development companies? 

In the Small Business Investment Act of 1958, they are defined as 
“Enterprises incorporated under State law with the authority to pro- 
mote and assist the growth and development of small-business con- 
cerns in the areas covered by their operations.” This definition, as 
you can imagine, leaves quite a bit of elbowroom. We have, therefore, 
carried it a step further, in line with our understanding of the con- 
gressional intent and have provided in our regulations that a State 
development company will mean an enterprise incorporated under or 

ursuant to a special legislative act to operate statewide in any of the 

tates or in Hawaii, the District of Columbia and the Commonwealth 
of Puerto Rico, with the authority to promote and assist the growth 
and development of small-business concerns in their areas. But we 
have sieoviand that such authority need not be exclusive, but may be 
eee of an overall authority to assist the growth and development of 

usiness generally in their areas. Of course, when we lend the money, 
we will have to make sure that that money goes only to help the small- 
business concerns. 

A local development company must be a corporation with the same 
general purposes as those I just mentioned, but it may be incorporated 
under any applicable State law, not necessarily a special act, by 
parties interested in furthering the economic development of their 
communities and environs. 

Development companies, whether they are State or local, may be 
either profit or nonprofit enterprises. Local development companies, 
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coming in under this act, must show us a broad base of ownership 
and, in addition, must furnish us a copy of their charter and bylaws 
so that we won’t be fooled by some handsome-sounding name which 
might turn out just to be a cloak for a private ye Sleep: for the benefit 
of a very few people. I don’t want to imply that in any way we are 
against profit. We are 100 percent solidly for profit. But we want 
that profit in these cases to accrue to the small-business concerns, not 
to the pockets of some individuals who may be acting merely as finan- 
cial intermediaries. 

There are about 17 or 18 State development corporations in exist- 
ence, of which perhaps a dozen are active at this time. However, 
there is scarcely a State where some preliminary legislation in this 
field has not, at least, been introduced. 

On the local side, as you heard, there are about 2,000 development 
companies and they are all sizes, all descriptions, and all charac- 
teristics, 

In going back to title V of the Small Business Investment Act, there 
are two ways in which these loans can be made. For purposes of con- 
venience—and we think that the names will become popular—we are 
calling them section 501 loans and section 502 loans. 

Section 501 loans are limited. They can only be made to State 
development companies. And there are some interesting provisions in 
the act. The total of 501 loans outstanding at any one time to any 
one State development company cannot exceed the total outstanding 
borrowings of such company from other sources. It is rather a 
peculiar provision. If the development company hasn’t borrowed 
any place, it cannot borrow from us, but, if it has borrowed, then it 
can borrow from us. 

If, for instance, a State development company has borrowed and has 
outstanding, let’s say, $500,000 from other sources, it may borrow 
from SBA no more than $500,000; and, of course, it can’t borrow that 
much unless SBA determines that the amount is consistent with sound 
business practice and the purposes for which the loan is requested. 

Now, unless waived by SRA the rate of repayment of a 501 loan 
will be at no lesser rate than other debts of the development com- 
pany. For example, if the State development company has borrowed 
and has outstanding a loan for $10,000 which is to be repaid in 1 
year and another loan for $10,000 which is to be repaid in 5 years, 
and then it comes in and borrows $15,000 from SBA, $10,000 of that 
loan from SBA must be repaid in 1 year and the remaining $5,000 
will have to be repaid at the same rate as the 5-year loan which they 
had gotten elsewhere. 

As indicated, we may waive this repayment schedule, but at no 
time will the total amount borrowed and outstanding by the develop- 
ment company from SBA be permitted to exceed the aggregate 
amount owed by the development company to other sources. 

Also, unless waived by SBA under circumstances which would justi- 
fy the waiver, 501 loans will be secured on a basis equal with other 
funds borrowed by the State company after August 21, 1958, which 
was the date, of course, when the Small Business Investment Act be- 
came law. 

This equality, however, does not necessarily mean that all of an SBA 
loan must be secured to the maximum degree that every other loan of 
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the company is secured. SBA funds will be secured, if at all, on a 
ratable basis. Thus, if the development company has borrowed from 
other sources and has outstanding about $20,000, we will say, of which 
$10,000 may be secured by a first mortgage and $10,000 is unsecured, 
and it then comes in and borrows $15,000 from us, then our interpre- 
tation would be that $10,000 of the amount that they get from us 
must be covered by a first mortgage, and $5,000 of it could be un- 
secured. 

A State development company can use the proceeds of section 501 
loans to stimulate and supplement the flow of private equity capi- 
tal and long-term-loan funds which small business concerns need for 
the sound financing of their business operations and for their growth, 
expansion, and modernization, and which are not available in adequate 
supply. Maximum participation of private financing sources must 
be obtained. Furthermore, any financial assistance provided by SBA 
cannot result in a substantial increase of unemployment in any geo- 
graphical area. This is the so-called antipirating provision. Sec- 
tion 501 loans will bear interest at 5 percent per annum, and they can 
run for periods up to 20 years. 

Now, we are not going to worry about what a State development 
company may have used its own funds for. For all we know, they 
might be financing General Motors Corp. But when they get money 
from us, that money can be used only for the purpose of financing the 
small-business concerns. 

Now, the section 502 loans, a slightly different section—we can make 
those to both State and to local development companies. They are 
the only kind of loans that we can make to the locals. And, even then, 
we only have now about 2% years left to do it, because that authority 
expires June 30, 1961. Section 502 loans can provide funds to a de- 
velopment company only for the purpose of financing plant con- 
struction, conversion, or expansion, including, however, the acquisi- 
tion of land, and they must be used to assist an identifiable small 
business concern in connection with a sound business purpose. 

All section 502 loans must be secured, and they have a maximum 
limit—they cannot exceed $250,000 for each identifiable small business 
concern. Section 502 loans will not be made if the development com- 
pany or the small business concern can obtain that financial assistance 
elsewhere. 

To obtain a section 502 loan, a development company must show 
that a participation therein by another lending institution is not 
available. Also, we intend to require some sort of participation— 
we haven’t figured out a definite percentage because it will depend on 
the individual] circumstances—but some financial participation by the 
development company itself will be required on each such loan. 

The interest on the SBA’s share of a section 502 loan will be 514 
percent per year. That is exactly the same rate we are charging on 
direct loans in the financial-assistance program, and it was set at that 
rate because we consider these loans to be comparable in almost every 
respect to that authority. 

The maturity of section 502 loans cannot be more than 10 years, plus 
the necessary period for construction and conversion, and soon. How- 
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ever, they can be extended or renewed for an additional 10-year period 
if needed to aid in their orderly liquidation. 

In brief, then, as to title V, SBA can provide construction loans 
to State and local development companies to assist an identifiable small 
business concern up to $950,000 for each such concern. Also, we can 
match other borrowings of State development companies to assist in 
carrying out the purposes of the act. 

I should mention here that the definition of “small business” for 
the purposes of title V is the same as we are now using in our financial 
assistance program at this time. It is not the new definition that the 
small-business investment companies will be using. 

Now, we have actually been in business for title V loans since early 
October. We have a number of applications now being processed for 
section 502 loans. We hope to be able to announce some approvals 
in the very near future. 

As to section 501 loans, it is a little different story. It appears that 
some of the State development companies now in existence will have 
to have their charters amended before they can take advantage of this 
assistance. Most of them now have authority only to borrow from 
their own participating members. We hope that we will be able to 
help them. We feel that the State development and the local develop- 
ment companies are a good example of a community lifting itself by its 
own bootstraps, so to speak, and we are very anxious to help with 
that. 

A word on procedures. All loan applications, whether for section 
501 or 502 loans, should be submitted through our regional offices. 
However, we have to be frank in saying that we are in the beginning 
stages of the problems connected with the section 501 authority— 
that is, the matching loans to the State companies—and we shall 
welcome discussions with officials of any State development company 
or any State, for that matter, so as further to clarify our pro- 
cedures and intents and the ways of making this money available, 
Thank you. [Applause. ] 

Mr. Barnes. Thank you, Lauren. Probably the first communica- 
tion that any of you will have from the Small Business Administra- 
tion regarding the formation of an investment company or financing 
of one will be through our field offices. We are geared to operate 
through field offices in all parts of the country. We have 15 regional 
offices, and then branch offices under the regions—in all, about 50 
offices in the United States and its territories. And, like the British 
flag, the sun hardly sets on our activities. The office in Puerto Rico 
opens just after the office in Hawaii closes. 

The men in New York City who will be the first point of contact 
with you will be our regional director here and his staff. He has a 
man on his staff that will be particularly trained in this activity. 
But I thought you would like to meet our regional director from 
New York City and have him briefly tell what the functions of the 
regional office will be in connection with this program. 

Mr. Arthur Long is a graduate of Amherst and has been in charge 
of our programs here in New York for about 4 years now, one of our 
very able and successful regional directors. 
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STATEMENT OF ARTHUR E. LONG, REGIONAL DIRECTOR, SMALL 
BUSINESS ADMINISTRATION, NEW YORK, N. Y. 


Mr. Lone. To continue Mr. Barnes’ analogy of small-business in- 
vestment companies to expectant mothers, roughly, our relationship 
with the Washington office will be that we will take care of the 
prenatal care, but all obstetrics will be done down there. 

Now, the field offices in this program will remain intentionally in 
the background, to keep field staffs down and to get the maximum 
use out of srateihel the will be concentrated in Washington. So, 
our staff in New York will be composed of two men, who will handle 
not only the investment company proposals, but also the section 501 
and 502 loans. So that, to put it in a nutshell, what we can do for 
you is supply you with the forms, give you some advice, and check 
the forms for completeness before they go down to Washington. We 
will not enter into any policy discussions, except to transmit any 
requests you have to our Washington office for decisions there. 

You have heard all the experts on the subject. I am not going to 
bore you with any repetition on this subject. 

Thank you. PA pphanes/| 

Mr. Barnes. Thank you, Arthur. 

This concludes the SBA part of the program, or formal part. But, 
I thought I might close on a somewhat cultural note. In giving ad- 
vice to a group that is intending to form an investment company, 
I turn to the English poet A. °. Housman, who had some very 
succinct words that I think are very applicable. He said, “Since the 
world has much more ill than good, I would face it as a wise man 
should, prepare for ill and not for good.” 

I think the one who follows that advice in making up his plans 
is likely to have a successful company. 

Now, our last speaker is not an SBA employee, but is certainly a 
good personal friend. He has no official position with SBA, but I 
have called on him for personal advice and have found him to be 
one of the most knowledgeable people in the country that I have 
talked to on these general problems. I certainly intend in any way 
that I can to acknowledge the debt that I owe to him for some of the 
suggestions he has given us, objective suggestions in each case, and 
fone to appoint him to an appropriate advisory board in the near 
‘uture. 

Bernard Cahn is a graduate of the University of Chicago. He 
spent 10 years working for the SEC and is thoroughly conversant 
with their functions and their activities. Since 1946 he has been a 
practicing lawyer here in New York and probably has been involved 
in as many small-business financing transactions as any attorney that 
I know. He has also been a financial consultant for small-business 
concerns and has made a rather exhaustive study of the types of 
financing available to small-business concerns. 

He is the author of an article that is appearing in the next issue 
of the Duke Law Review on the general subject of small-business 
financing and, perhaps, the relations of the Small Business Invest- 
ment Act to small-business financing. 

I have asked him to speak today, completely without editorial sug- 
gestions on my part, since I think that someone should represent the 
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borrower in all this conversation. It is a pleasure to introduce Bernie 
Cahn. Bernie, you are free to say anything you want about the 
activities that you have observed in connection with the act from the 
borrower’s point of view. 


STATEMENT OF BERNARD D. CAHN, ATTORNEY, 
NEW YORK, N. Y. 


Mr. Caun. Thank you. 

When Mr. Barnes asked me to talk, originally, he said that I could 
talk on anything. But when you get into the field of small-business 
finance, the problems are so broad and complex that you must carve 
out a small area. Hence, I told him I would examine, primarily, the 
man who is eventually going to borrow the money. You remember 
him. He is the fellow that this whole fuss is supposed to be about. 

He has financial problems, and he is looking at this statute as 
another source of funds. The statute will be important only to the 
extent that it is able to satisfy his needs. 

First, as to the rules: You have heard a very extensive and excellent 
summary of them. Those of us who work in the field of finance and 
have written registration statements, or who have applied to insurance 
companies for loans, know that these rules are no more complex than 
the rules you must follow when you go elsewhere for money. The 
form that has been adopted is somewhat similar to a registration state- 
ment and contains about the same information, with some additional 
embroidery. I don’t think that the rules are unnecessarily complex. 
I think they have been drafted in an excellent manner. Those of us 
who were asked to confer with the Administration on the rules, includ- 
ing Mr. Linton who spoke yesterday, and other investment bankers 
and lawyers, have made comments, many of which have been incorpo- 
rated in the rules. The rules implement a statute which is very gen- 
eral. Actually, this statute does little more than drop the problem in 
the lap of the Small Business Administration. Hence, the rules must 
establish administrative standards. Otherwise, it would have been 
necessary to refer each problem to Washington every time a paper was 
filed. 

I think the rules will be changed as they go along, in the light of 
experience. But I couldn’t pass up the ee to say that I don’t 
think these rules are horrendous. I think they are no more compli- 
cated than in other similar types of loan cases. 

Now, from the standpoint of the small-business concern, the man 
out in the country who has a findncial problem, what is a small-business 
investment company? Is it, as has been indicated, a completely new 
device that springs full blown out of the mind of Congress or is it 
something we have been dealing with before and know how to deal 
with again? What, in general, will be the problems of the small- 
business investment company in dealing with the small-business con- 
cern, the borrower? And, finally, what part of the small-business 
man’s problem, if any, will the Small Business Investment Act really 
solve? What percentage of the community, for instance, will be taken 
care of? Is the act going to solve the entire problem or only a small 
part of the problem ? 

As Mr. Barnes mentioned, I have been engaged for many years in 
working on the financial problems of the small-business man. In the 
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past 3 months I have been working on an article to describe the sources 
and methods of financing small business. Now, I won’t bother you 
with the details, except to say that when I was approached it sounded 
like a very simple thing to write such an article. I sat down to write 
the article one weekend 3 months ago and I am still working on it. 

In order to survey the field, for. instance, my staff and I examined 
almost all the prospectuses for smaller issues floated in the past 3 years 
to find out what kind of companies have actually been able to go to the 
public in that period. Then we surveyed insurance company loans. 
Many people think that insurance companies don’t lend to small busi- 
nesses. That is not so. They dosome lending. You must understand 
where they lend, in what manner, and what their problems are. If 
you don’t understand this source, you may write off the insurance com- 
panies as unavailable. They may, however, be more available at times 
than the small business investment company, depending on the kind 
of borrower. 

And, in addition, I examined the Federal Reserve Report which, 
as Senator Sparkman mentioned yesterday, contains some very val- 

uable information. 

Now, taking all of those together, one finds it difficult to arrive at 
any definitive answ ers as to sources ‘and availability of funds. I can 
only sketch out areas in which you may find the answers to the various 
problems we must consider. 

First, what is the SBIC? Well, it is no more than another type of 
venture capital concern. It will do the same work that venture 

capital concerns like American Research & Development, J. H. Whit- 
ney, and a number of others that have been doing for many years. 
It will operate in the same manner because that is ‘the only way that 
it can operate and make money. 

If the SBIC’s do anything other than that, as Mr. Linton pointed 
out yesterday, if they take loans that cannot be refinanced by public 
offerings in a period of 2, 3, or 4 years, they will find themselves frozen, 
stagnant, with their only i income in the form of interest on term loans. 

A small-business investment company is not going to be able to live 
on the interest and dividends it earns. I have spoken to nobody in 
this field who feels that small-business investment companies are going 
to do any more than break even on the day-to-day interest. and 
dividends they receive. 

If they are successful, it will be because of their ability to pick the 

good growth company, to nurse it along, and then to resell that 
company, or resell their securities, at substantial capital gains. 

That is a difficult, risky field in which to function. People in that 
field know that the success of an investment company depends in ver 
large part on the acumen of the management, and management wit 
that type of experience is not too easy to find. 

I think the first problem that you will have in your SBIC organ- 
ization will be to find the man who knows where to find the company 
that you want. 

The SBIC’s may have some advantages over the venture capital 
concerns. For one thing, they may have some leverage. Also, they 
have had excellent publicity. And they may in a few cases be able 
to go to the public for their money, although it has seemed to many 
of us that it may be too early to talk about public funds. 


| 
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Generally speaking, a small business investment company will act 
as a catalyist for blocks of funds that may be too small in the indi- 
vidual’s hands for flyers in small-business investments. A man who 
has $25,000 may very well want to take a flyer in a small-business 
investment if he knows where the find the source of investment. There 
will be more SBIC’s formed with high-income stockholders than there 
will be with funds resulting from public offerings. 

However, if you are able to obtain public funds, that will not result 
in a different type of operation. You will nevertheless have to find 
loans which can be financed out in a period of 2 to 5 years, so that you 
can make capital gains. 

There was a considerable and excellent discussion yesterday on the 
tax aspects of this act. I question at this point how important the tax 
benefit is going to be in the early stages and for some period of time 
to most of the companies in the field. If you assume, as most of us do, 
that profit will be restricted to capital gains, then the right to write 
off losses as ordinary business expenses is not of great benefit. And 
I don’t think that that aspect of the statute will provide the principal 
impetus to the formation of SBIC’s. 

What will be the investment problems of the SBIC’s? The small- 
business company is a tricky institution. Its earnings are more volatile 
than those of the larger company. It is up and down before you know 
it. SEC statistics show that small business is less profitable than large 
business. Therefore, it means you must find the above-average com- 
pany for your investment. 

Secondly, most companies are one-man operations. That raises a 
further serious problem. You will not want to bank too much on a 
one-man operation. 

Thirdly, the insistence by most businessmen on loan rather than 
equity funds will also pose a problem. The small-business man wants 
his outside capital in the form of a loan. He doesn’t want to give up 
equity in the form of convertible debentures or stock. On the other 
hand, the small-business-investment company will be his partner, be- 
cause once it makes an investment in his concern it cannot pull out. 
Therefore, it will want to make investments only in the form of con- 
vertible debentures. I would think that the term loan provision of the 
act will be used primarily to support original investments in convert- 
ible debentures. 

A further problem will relate to the cost of examination. You will 
find, as the insurance and venture capital companies have found, that 
the business of investigating small companies is difficult and expensive. 
You must examine 40 or 50 for each 1 you take. Your fee coverage 
is going to have to take care of that. 

What is going to be the impact of the small-business investment 
companies on the general problem? What is the SBIC going to be 
able to take care of ? 

About 4 or 5 years ago a survey was made of size of companies by 
examining all income-tax returns filed. It was discovered at that time 
that 99 percent of all companies are under $5 million of assets, which 
is one of the principal standards used by the SBA. Such companies 
account for about 28 to 29 percent of the country’s total corporate 
assets. 
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In the area under $250,000 of total assets, 98 percent of all com- 
panies, by number, are to be found. They account for 1214 percent 
of all the business assets in the country. 

The small-business investment companies will operate in the area 
up to the public offering level. Public offerings are ordinarily by com- 
panies with more than $100,000 to $150,000 of net income after taxes 
and more than $1 million of total assets. 

There are also institutional loans available to companies with net 
worths above $300,000 or $350,000, corresponding, roughly, to com- 
panies with more than $1 million of assets. 

The difficulty has been and will be in the area under $1 million of 
assets and $100,000 of annual earnings. If the SBIC’s are to make a 
real dent in the problem of small-business financing, they will have to 
concentrate their activities in developing the companies with greatest 
need—those with $250,000 to $1 million of assets, where venture capital 
seldom ventures. 

I would estimate that even the SBIC’s will do very little in the 
area under $250,000, simply because the companies in that area, gen- 
erally speaking, are not candidates for ultimate public offerings. 

I think you will find the small-business investment companies com- 
eting generally with the venture capital concerns in the countr 
or the cream of the small companies, the companies with real ered 

potential that can be brought to the public. 

I would estimate that this statute will enable the better small- 
business concerns, the growth small-business concerns, to find money. 
The act will not, however, provide a new method of financing. And 
it will not, in my opinion, solve the problems of the great majority of 
the small-business companies—those with assets below $250,000 or 
$350,000, which account for almost half of the assets of the small- 
business community within the definition of the SBA. 

The fellow with a gas station on the corner, with a street corner 
store, with the small company with 25 employees, is going to have 
about the same problem now that he had before. I think when you 
get into the problem of term financing of such companies, those with- 
out sufficient growth potential to become public offering candidates, 
you are in the area of Government financing of the marginal producer 
with all the major economic problems that such activity entails. 

Thank you. [ Applause. ] 

Mr. Sruurs. Thank you, Mr. Cahn. Thank you, Mr. Barnes. 

I thank, on behalf of the audience, the other members of the group. 

We find we have received some 450 questions up here. That means 
any of you who didn’t write two is a shirker. But, fortunately, 
many of them are duplicates, others overlap. We will get as many 
as we can done; and others, as Mr. Barnes indicated, he will be happy 
to answer and put in the transcript of the record which is being pub- 
lished by the Senate Banking and Currency Committee and the Senate 
Small Business Committee. We hope to have it in the hands of all 
registrants by the end of the year. We would like to, before Christ- 
mas; I don’t know whether we can. 


Mr. Barnes, when will you be prepared to accept proposals and when did you 
anticipate the first licenses will be drafted? 


Mr. Barnes. We are prepared this morning in all of our field offices 
and I anticipate some licenses to be issued before the first of the year. 
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Mr. Sruuts. We have a series of questions about the number of 
SBIC’s that you expect to charter. [Reading:] 

Do you intend to limit the number of them in an area, and, if so, how about, 
say, an area like New York State? Do you think there would be two, a dozen, 
or a hundred? 

Mr. Barnes. Any figure that I named, I would pull out of my hat. 
I have previously given an estimate that there will be 300 licenses 
during the course of this next year. I could just as easily have said 
150 or 500. It all will depend on the interest of the financial com- 
munity in forming these companies. We will try to process the apphi- 
cations as quickly as possible. 

The number for an area in a large financial community, such as 
New York—there isn’t likely to be too much competition between 
companies. The area limitation becomes important when they are 
smaller communities, and when the sources of financing of the invest- 
ment companies are limited, and where the number of transactions or 
investment opportunities is also limited. 

We will try to license the best companies—as near as we can judge 
from the applications that are filed. So, it might be to anyone’s 
advantage if you intend to form a company—you may not actually 
file your papers for several months—to get on file with us a letter 
indicating your general intent, even before your application or your 
proposal is filed. [ 

In every community we intend that there be competition between 
investment companies in order that, as I have told Professor Hosmer, 
the laws of the market place can work to the benefit of the borrowers 
as well as the investment companies themselves. 

Mr. Sruuts (reading) : 

In the same way, can a proposed small-business investment company elect 
to operate in the entire United States? 

Mr. Barnes. The limitation on area is this: You must name, at the 
time you file your proposal, where your operating area will be and 
where your principal office is. You must name where your branch 
offices will be. We will only authorize, at that time, branch offices 
which you intend to open within 60 days. 

Now, I can’t think of any concern that is prepared at this moment 
to Aone offices throughout the United States within 60 days. 

r. Sruuts (reading) : 

As a practical matter, do your regulations mean that if a license is desired 

promptly, the applicant should have $300,000 in private funds rather than 


ask for SBA aid? 

Mr. Barnes. We have stated that as a matter of administration— 
as an administrative matter, we will license first those companies that 
do not seek public funds. This is for two reasons. The act itself 
says that we shall encourage financing from private sources. We can- 
not do that if we, at the same time, encourage financing from the 
Government. We must give some consideration to those companies 
that do not seek Government funds, so we will give them first con- 
sideration. 

The second point is that the proposal of a company that does not 
seek Government funds, needs to lear through only one division in 
SBA. It doesn’t have to be looked at by the financing division at 
the time it starts. It only has to be looked at by the licensing division. 
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So that in matter of time, that company’s proposal can be acted upon 
the most quickly. 

Mr. Stuits. Some questions have been raised by other members of 
the panel and by the audience. [Reading:] 

Would you please state clearly: (a@) How many incorporators an SBI must 
have initially? (0) Must all 10 of the persons referred to in section 107.301 be 
stockholders? (c) Must any or all nine directors be stockholders? 

Mr. McCatuum. Section 301 relates only to a Federal charter. 

You may incorporate under State law with the number of directors 
or shareholders that is required under State law. The 10-incorporator 
requirement, referred to under section 301 relates only to a federally 
chartered company. 

The answer to (c), must any or all nine directors of an SBA- 
chartered company be stockholders, is “No.” Under a State-chartered 
company, the number and qualifications of incorporators and directors 
will follow State law. 

Mr. Sruxts. Thank you. 

Senator Sparkman stated yesterday that 5 percent was, he thought, 
too high an interest rate. Are you flexible in changing this interest 
rate in the future? 

Mr. Barnes. Yes, if it can be shown that it is too high a rate. We 
think there should be a margin between what we pay for this money— 
you know, this money doesn’t come to us interest free. Last year 
we paid, I think, 35 percent ourselves, and this year that amount has 
been reduced slightly by the Treasury, so that the amount should be 
above this. 

Then, in the act itself, there is no indication that a subsidy is in- 
tended. Encouragement is intended. But there is no question that 
the company that can obtain its funds from investors can avoid the 
payment of interest, which would be necessary in the case of SBA 
loans, and can, thus, operate more profitably. 

Mr. Stouts (reading) : 


The proposed regulations prevented the organization of an investment com- 
pany by a group of individuals in one industry for the express purpose of financ- 
ing other companies in the same industry with which they are intimately 
familiar. Is this so; and, if so, why? 

Mr. Barnes. We have clarified that. I will let Mr. Ralston: answer 
this question. There was some confusion as to our intent and pur- 
pose. We do not care if 1 individual is the principal shareholder, or 
1 family, or 1 industry. However, there would be a Ta rapenet = under 
this act, for an investment company to be organized by, we will say, 
a manufacturer, and to use it to finance his retailers and, subsequently, 
to convert their debentures into stock and thus to develop a chain very 
quickly. We believe this is not the purpose and intent of the act, that 
this would pervert the congressional intent. So, a specific regulation 
was suggested that merely gave us an opportunity to look at the 
degree of control and motives in those cases where this situation 
might exist. However, we have eliminated this particular regulation 
and will approach the problem in another fashion. Mr. Ralston, will 
you explain this matter ? 

Mr. Ratston. Well, I think you have pretty well answered that, Mr. 
Barnes. I assume the question refers to the original regulation that 
referred to the so-called 49 percent. Now, as Mr. Barnes has pointed 
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out, that has been eliminated, because, in the proposals that you file, 
you will be setting forth your 10 percent and more stockholders, and, 
of course, we will have an opportunity at that time to look at and 


consider the control which was the only purpose of the other regula- 
tion. 


Mr. Sruurs. Thank you. ' 
I have a series of 4 or 5 questions here, all dealing with the opera- 
tions of small-business investment companies in other businesses, or 


in the possibilities for charging fees for legal services and the like. 
For example: 


Will you, the SBA, permit small-business investment companies to charge 
examination fees for the purpose of determining if a loan should be made? On 
what basis—a straight fee or percent based on size of the loan—will charges 
be made for consulting and advisory services? Will an SBIC be permitted to 
charge the borrower with cost of legal services, analysis of the potential borrow- 
er’s ability to repay, and management consultant costs during the life of the 


loan? 

Mr. Barnes. Well, we haven’t issued, I think, probably all the regu- 
lations that are needed in connection with fees. Certainly, this is an 
area where we will expect strict adherence to professional standards 
and the requirements of the professions with regard to the offering 
of legal advice and things of this nature by corporations and that 
sort of thing. 


Now, Mr. Ralston, do you have anything further to say about the 
actual fees that are charged ? 

Mr. Rauston. No, not specifically, Mr. Barnes. As you say, the 
regulations are silent on that particular point. I don’t think I can 
add anything further than what you stated, namely, that we will 
expect that all such charges will be within the ethics of the profes- 
sion involved, and it will not be used as a device to impose charges or 
ee against the small-business concern which are not intended 

y the act. 

Mr. Barnes. In other words, they must be made for services actually 
rendered, and there must be some reasonable relation between the 
amount of the charge and the value or the amount of the service. 

Mr. Strutts. Thank you. 

Yesterday, again, the question came up: 

What does sound book value mean in your regulations? Is it, in reality, a 


negotiated price, as it seemed to be from some of your internal operating memo- 
randums, or is it more of what the lawyers would find a sound book value 


means in the law? 

Mr. Barnes. Mr. Hart will answer this question, but I should tell 
you that we have had consultations with the representatives of the 
C. P. A.’s, who will be involved in the accounting systems of these 
companies, and the language that is used is clear to them and clear to 
us, and I think any C. P. A. in the country will have specific advice 
through his association on the exact meanings of these terms. 

Mr. Harr. Frankly, I would be very pleased if some attorney 
would furnish me with an opinion of exactly what those three little 
words mean. They have given us a great deal of trouble since the 
beginning. We think we know what sound value is. We think we 
know what book value is. We think we know what fair market value 
is. And we think we know what true value might be defined as. But, 
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nowhere in the literature did we find the actual conjunction of the 
three words, “sound book value.” 

I am delighted to say, though, that as the regulation now reads, in 
section (d) on page 25, it has been informally approved by some 
accountants representing one of the best societies and in whom we our- 
selves have a great deal of confidence. And it reads that book value 
shall be determined in accordance with generally accepted accounting 
ead and sound book value may be arrived at through considera- 
tion of all pertinent factors including the actual value of the assets 
of the business concern and the relation of the earnings of such concern 
to its invested capital. 

Now, the question was: Does this merely mean that they sit down 
across a table and negotiate? Well, the answer can’t be an unqualified 
“ves,” because we have provided that there must be a starting point. 
That starting point is book value. And you go on from there to de- 
velop sound book value. 

And, obviously, there will be some negotiation in that, because there 
will be the matter of determining actual value of assets and the matter 
of determining what the relationship of those assets to the earnings 
of the company is. And, I believe that both the investment company 
and the small business concern will be well advised to secure good 
accounting assistance and advice in connection with the setting of 
this price. 

Mr. Stutts (reading) : 

Will the requirements for disclosure in the proposal, the general plan of opera- 
tion of the SBIC—is it not almost mandatory for such an SBIC to have lined up 
businesses that it intends to finance prior to submission of the proposal? 

Mr. Barnes. Emphatically no. I think that was answered during 
the course of the morning discussion. 

Mr. Stutts (reading) : 


Does stock in an SBIC qualify as investment by an insurance company? 


Do you have an answer to that ? 

Mr. Barnes. I don’t think we have an answer to that. That would 
depend on the laws of the particular State under which the insurance 
company was organized and operating. 

Mr. Sruuts. There are a series of questions on the maximum rate of 
interest that the SBA will let an SBIC charge. Are you going to set 
that up—will it be stated ? 

Mr. Barnes. Mr. Ralston ? 

Mr. Rauston. As you know, the act requires us, in the case of the 
debentures, to approve the rate of interest. In the case of the loans, 
the stated language of the act is that we determine the rate. Now, in 
order to comply with that mandate in the act and, at the same time, to 
cm freedom to the investment companies in their negotiations and in 
the running of their business, we stated that—and we have determined 
that the rate of interest can run to the maximum which may be estab- 
lished under local law in connection with a particular transaction. 

Now, what we mean by that is this: For instance, in New York, I 
understand, the legal rate of interest is stated to be 6 percent. How- 
ever, corporations cannot employ the defense of usury, which, as a 
consequence, I am informed, permits the charging of practically any 
rate in the case of corporations. 
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Now, in this case, therefore, it would be intended by our regulations 
that there is not a maximum rate established by local law in the case 
of corporations. By the same token, we do not mean that you are 
bound by the 6-percent rate. So what you would have to do in that 
case is to come in and make a recommendation as to your maximum 
within which we would let you operate. 

I think that is sufficient. 

Mr. Sruurs. What are the expected 

Mr. Barnes. One more thing. If I were starting one of these com- 
panies, I would certainly put in the maximum rates I intend to charge, 
then I would put ina range. I would give some indication of the type 
interest rates I intend to charge in different types of transactions; and 
I think that would be full compliance with the regulation and the law. 

Mr. Struts (reading) : 


What are the expected limitations on debt-equity ratios in the SBIC’s? 


Mr. Harr. The only regulation relating to that is the one we must 
provide under the terms of the act, in that the small-business invest- 
ment company may borrow four times its paid-in capital. 

Is that the question ? 

Mr. Stuurs. As Tt understand it, that is it. 

Mr. Harr. That may be, as Mr. Barnes said earlier, waived upon 
application to SBA. 

Mr. Sruurs. A series of questions here about the overlapping be- 
tween, let us say, a shareholder, or a member of the board o wets 
of an SBIC, and that same man as the owner of a small business con- 
cern. [Reading :] 

Does SBA expect to prohibit or allow transactions between the businessman 
and the SBIC? 


Mr. Barnes. We have a eee on self-dealing which is, I think, 
very clear. Mr. Ralston, will you read the regulation ? 

Mr. Ratston. It is on page 29: 

Self-dealing to the prejudice of SBA or the licensee’s shareholders is pro- 
hibited. Without the prior approval of SBA, a licensee shall not purchase con- 
vertible debentures of or make a loan to an officer, director, or owner of 10 or 
more percent of the stock of said licensee, or any close relative of such officer, 
director, or owner, or to any company in which such officer or director or owner 
or his close relative is an officer, or director, or owns 10 or more percent of the 
stock or is a partner, provided that nothing herein contained is intended to 
preclude a licensee from permitting an officer, employee, or representative from 
serving as a director, officer, or in any other capacity in the management of a 
small business concern for the purpose of protecting its investment in or loan 
to such concern. 

Now, in brief, as Mr. Barnes indicated, we will permit loans to 
directors, but we want to know about it. In other words, the so-called 
grassroots companies, the small-business investment companies that 
are set up in small communities for the express purpose of helping only 
the small business concerns in that area might very well have to make 
loans to or purchase convertible debentures from companies in which 
the public-spirited men in the community are interested and who also 
are in the investment company. And we do not intend to prevent 
that. As a matter of fact, the act probably contemplates such an 
arrangement. . ‘ 

But we want to know about it so that we can look at the transaction 
and be certain there is no self-dealing involved. 
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Mr. Barnes. No improper self-dealing involved. 

Mr. Sruurs (reading) : 

Is there any restriction against a person being an investor or officer or director 
in more than one SBIC? 

Mr. Barnes. No. 

Mr. Srutts (reading) : 

Would there be any objection to a commercial bank or an investment banker 
organizing 2 or 3 investment companies within the same general area where con- 
sidered necessary ? 

Mr. Barnes. No. But there is a provision that should be examined 
which may have a bearing, which may preclude more than one of the 
companies from obtaining financing. They cannot have the same sub- 
stantial beneficial interest. 

Mr. Raxston. That is as to the subordinated debentures. I don’t 
have the regulation citation, but, in substance, it states, where you 
have a community of interest like that, you can only obtain one sub- 
ordinated purchase under section 302 for one of the companies, only 
for one of the companies. 

Mr. Barnes. In other words, the real answer to that, Walter, is going 
to depend on how much stock in the various companies is owned by one 
individual or group. 

Mr. Sruurs. I think you mentioned in your prepared talk here that 
the purpose of requiring borrowers to invest in the SBIC—there is a 
question on that, and there is a further question: 

Can you give these borrowers who are forced to invest in the SBIC nonvoting 
stock? 

Mr. Barnes. Mr. Ralston? 

Mr. Ratston. There is no prohibition—or, rather, there is no regu- 
lation as to the terms of the capitalization. In other words, you can 
set up the capitalization as you see fit, with voting as well as nonvoting 
stock, and under the regulations as they are now stated the type of 
stock that may be acquired by the small-business concern can be that 
which the small-business investment company and the small-business 
concern agree between themselves. 

Mr. Struts (reading) : 


Could an existing company organized in Delaware be converted to an SBIC? 


Mr. Barnes. Yes, if it qualifies under the laws in the State in which 
it operates. ; 

Mr. Srutts (reading) : 

Could that same company, which has capital in excess of $150,000, retire the 
excess amount and ask you for the other $150,000? 

Mr. Barnes. Probably not. There must be need. These funds are 
not provided by Congress to be distributed broadly, like largesse, or 
feeding chickens. They are to encourage the formation of these com- 
panies by those people who do not have funds to comply with the 
minimum requirement, which is $300,000. We would regard that as 
subterfuge. 

Mr. Srutrs (reading) : 

Would it be a factor against the issuance of a license by the SBA if the 


applicant stated frankly that he was interested solely in obtaining convertible 
debentures and would not lend funds on regular loans? 


Mr. Barnes. No. 
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I think he might endanger his investments if he didn’t have full 
authority to make loans, and anyone that made that limitation might 
find himself hampered. He might have to come back some time and 
change his policy. 

Mr. Srutts. The questioner did put in “except in unusual circum- 
stances.” 

This is something covered 2 or 3 times, but, perhaps, it had better 
be hit again. [Reading:] 

Will examination of the small concerns that are financed by SBIC be required 
by SBA or left to the discretion of the SBIC itself? 

Mr. Barnes. Well, we won’t examine—— 

Mr. Sruurs. You are not looking at individual loans? 

Mr. Barnes. As was previously stated, we thought our first regu- 
lation was clear, but, apparently, it was not. All we ask is that there 
be compliance with the statute, and we think we have interpreted the 
statute as broadly as it is possible todo. We ask you in your proposal 
to set forth your policies and the extremes you intend to use in your 
operation. You will be examined by your C. P. A.’s, the investment 
company will, to see that you have adhered to your policies. The 
C. P. A.’s, at the year-end statement, will be asked to give a report 
to us as well as to you. And we think we have allowed the maximum 
freedom to investment companies to set their own policy. But, we 
expect them to adhere to the policy they fix. 

Mr. Struts (reading) : 

The SBIC’s will almost surely sustain operating losses early in their existence. 
These would impair capital, thus disabling the SBIC from receiving disburse- 
ments of SBA funds. Is this the meaning of 308-2? 

Mr. Harr. We think that the organizing small-business investment 
company would be well advised to secure some paid-in surplus, along 
with the amount allocated to its capital stock, for the reason that our 
definition of impairment of capital is not the commonly accepted 
financial definition. We have deliberately left some elbowroom, some 
maneuvering room there, with the expectation, as the questioner stated, 
that there will probably be operating losses in the early days of the 
company. 

If you will review that regulation, I think you will see how that 
will be provided for. 

Mr. Srutts (reading) : 


May warrants or options be attached to long-term loans made by a SBIC? 
Mr. Barnes. Not under the law as it presently reads. 
Mr. Srutts (reading) : 


What is your idea of the information you want on item 15, license form 414, 
the functions of officers? 

Mr. Harr. What we are trying to do there, among other things, is 
to determine the ability and experience of the proponents or proposed 
operators. If they don’t know what the functions of their officers 
are going to be, they had better find out, and they had better tell us 
so we can pin them down, if necessary. 

Mr. Srutts (reading) : 


Can an SBIC be located in and be managed by the same management as a 
Federal savings and loan association? 


33659— 59——_ 8 
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Mr. Barnes. Nothing in the law or regulation to preclude it. 

Mr. Srutts. Have you worked with the Home Loan Bank Board 
allowing the Federals to come in on that? 

Mr. Barnes. Only in a general way. They have been furnished 
copies of the regulations and they have issued no regulations or pro- 
nouncements as yet. 

Mr. Sruurs. Although the act requires that the licensee identify his 
corporate name by the words, “Small-business investment company,” 
this questioner understands that New York State will not allow the 
word “investment” in a corporate title. Therefore, will the word 
“investors” be sufficient ? 

Mr. Ratston. That proposed regulation has been eliminated in 
favor of one that merely states in a general way that to the extent 
possible, your name should identify the type of business that you 
will be conducting. We did that in recognition of what you referred 
to, Walter—in other words, that there would be difficulty in certain 
States if the word “investment” were used. It might throw you 
under the investment laws or subject to examination by authorities 
that are not intended in this operation. So that has been changed. 

Mr. Barnes. May I say, in addition to this, Walter, as sort of a 
policy statement that will offer some guidance here, that the regula- 
tion, with reference to names, refers to a Federal statute, which binds 
us as to precluding certain words in the name. It is title 18, United 
States Code, section 709. 

Now, beyond this, the regulation may be considered as a suggestion. 
If you se to vary your name in a way that will differ from the regu- 
lation, we will be glad to take a look at the name you propose to use 
and consent to a variation, if we can do so without getting you in 
violation of this section of the statute just cited, or if we can do so 
without permitting you to take on another name on which someone 
else has established some rights in one way or another. 

Mr. Srutts (reading) : 


Could an SBIC be controlled by non-United States citizens? 


Mr. Barnes. No. 

Mr. Srutts (reading) : 

Is there any reason why convertible debentures purchased by an investment 
company could not also have a secured position? For example, real estate, 
mortgages, chattel mortgages, or endorsements of the principals? 

Mr. Ratston. The only answer we can give to that is that both the 
statute and the regulations are silent as to the question of security in 
the case of convertible debentures. So that the answer is, “Yes; 
they could be secured under the regulations as they are now drafted.” 

Mr. Barnes. Once more this is a matter for negotiation in the mar- 
ket place. 

Mr. Srutts (reading) : 

Will a charter be licensed to a group of individual investors who desire to 
make short-term loans to retail businesses served by them? 

Mr. Barnes. No. The act provides for long-term financing, and, 
if the purpose of the investment company was as stated, we would 
not approve it. However, we recognize that a loan may be set up for 
a 5-year term in compliance with the act, with both parties knowing 
it will be paid off at an earlier date, or assuming it will be paid off at 
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an earlier date; and this will not bother us in the slightest if this is 
done as long as there is no subterfuge. 
Mr. Srutts (reading) : 


Will the SBA permit the concentration of loans by an SBIC to one industry? 


Mr. Barnes. Yes, providing the other purposes are consonant with 
the act and the regulations. 

Mr. Sruurs (reading) : 

Item 12 on form 414 calls for a budget or cash flow of funds. For how longa 
period should such a budget be projected? 

Mr. Harr. A reasonable period. 

Mr. Stutts. Have youa better guess? What would you guess? 

Mr. Farnum. Every business has several budgets in front of them. 
They have a long-range budget, an intermediary budget, and a short- 
range budget. They are all subject to revision. We only want you 
to give us an idea that you know what you are doing. That is all. 

Mr. Srutrs. Have you a rule of thumb? Is a year enough? Or, 
aren’t you going to say in advance? 

Mr. Fasswa I would say a 3-year term would be a reasonable term, 
3to5years. Allright; make it a year. 

Mr. Barnes. See how easy we are to get along with? 

Mr. Stutts. This is called “open covenants, openly arrived at.” 

Mr. Farnum. That is exactly right. 

Mr. Stutts (reading) : 

Our experience with the local SBA office indicates they are not staffed and 
equipped to handle proposals yet. Should we bring or send such a proposal to 
the SBA in Washington? 

Mr. Barnes. No; file it with the SBA office. There are only 2 or 3 
regions who have not as yet been able to employ a specialist in this area, 
and each of them have other financial specialists that can handle the 

rocessing that is needed in the local office. So, they should still be 
filed and logged with the local office. 

Mr. Sruurs. The real hard core of the work will be done in Wash- 
ington, in any event; so, a person who knows the personnel of the local 
office should not feel that that would be a decisive factor. Is that 


right ? 

Mr. Barnes. Correct. Actually, these regulations are designed so 
that you can follow them clearly and get your ideas on paper, and the 
time to discuss the matter with us in the Washington office is after 
we have seen your ideas on paper, and if we think they should be 
varied, we have typewriters and telephones, we will be glad to get in 
touch with you. 

Mr. Srutrs. The problem of convertible debentures and unincor- 

rated businesses arose yesterday. There are questions on it today 

irected to you gentlemen. Do you have any thinking on how you can 
utilize this on unincorporated businesses ? 

Mr. Harr. There doesn’t seem to be any way that an unincorporated 
business could issue a convertible debenture. I think that is the 
answer. That is one reason that the long-term-loan provision is added 
to the act, so as to make long-term money available to those com- 
panies who did not wish to convert to corporations. Of course, as 
some of the speakers mentioned yesterday, there is a vast rush of in- 
corporations going on for partly this reason and partly several other 
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reasons; so, it is obvious that the corporate form of organization will 
become more and more popular. 

Mr. Srutts (reading) : 

Would a foreign company, such as a Latin American company engaged 
primarily in services between the United States and its own native country, 
be eligible for an investment loan from a small-business investment company? 

Mr. McCauivum. I think not. 

Mr. Srutts. This goeson. [Reading:] 

Where the proceeds of the investment would be used for purchases in this 
country for fixed assets to increase its trade with the United States? 

Mr. McCatuum. I think not. 

Mr. Sruurs. I think perhaps this is a unique situation and we need 
not have a panel discussion on it. This person should get in touch 
with you. fReading:] 

Do commercial real estate developing companies, developing office buildings, 
shopping centers, and motels, apply for SBIC loans? 


Mr. Barnes. I don’t know anything to preclude any of those named. 

Mr. Sruuts. Thankyou, [Reading:] 

Can debentures of a small-business concern be purchased by a small-business 
investment company at less than par, and, if so, will SBA regulate the discounts? 

Mr. Harr. Yes, and yes. The first “yes” is obviously that the paper 
may be purchased at less than par, but the ability to do so, and the 
range in which the discounts will fall should become, just as we have 
asked for in the case of interest rates, a matter to be submitted in the 


proposal for the prior approval of SBA, not on the individual deal. 
Mr. Sruuts (reading) : 


Can the organizers of a small-business investment company buy bonds of the 
company in addition to the required amount of stock, and would such bonds be 
senior to the debentures held by the SBA? 

Mr. Harr. The answer to that is “Yes, they may,” although we 
would much prefer that they insert their money in the form of equity 
capital. And the second part of it: Our subordinated debentures are 
pabaedinate to everything except capital stock. 

Mr. Sruxts (reading) : 

Can a bank which is an investor in.a small-business investment company make 
loans to the small-business investment company? 

Mr. Hart. I think that would be up to the banking authorities. 

Mr. Barnes. There is nothing to preclude it, as far as we are con- 
cerned. We would expect that any bank would continue to provide 
the shorter term commercial credit that they would to a normal 
customer. 

Mr. Stuuts. Someone feels, Mr. Barnes, that you didn’t have a big 
enough panelhere. [Reading:] 

Has a Deputy Administrator been appointed, and, if not, when do you con- 
template making the appointment? 

Mr. Barnes. Well, I have interviewed some 50 people, or more, in 
an effort to find just the right person that you all would feel knew all 
there was to know about this general subject. I am sorry if there is 
any feeling there is any shortcoming on the part of the staff that is 
here. There are present in the audience some potential deputy ad- 
ministrators who are here observing this meeting. 
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Mr. Srutts. I hope it is not so rough that we scare them away. 
Going back here to the voting stock, the variety of voting stockholders, 
the question is further asked : 


Will SBA favor the formations of small-business investment companies that 
have wide stock ownership, as opposed to the formation of a small-business invest- 
ment company whose stock may be controlled by one person or group? 

Mr. Barnes. I would say no; we won’t favor them, but we would 
look at the whole transaction presented by both types of groups in the 
light of some of the elements that I named in my speech that started 


this meeting, as indicating the successful operation of a small-business 
investment company. 


Mr. Stutts [reading]: 


A minimum small-business investment company which has $150,000 of your 
money; can it sell additional stock without paying off the subordinated deben- 


tures? 

Mr. Harr. It depends on when it does it. You remember going 
back, that we will furnish our commitment to buy subordina 
debentures, and that commitment may bs considered as part of the 
initial minimum capital and surplus for the requirements of the 
investment company. We are not going to insist that that money be 
drawn down; that is, that the purchase and sale be made immediately. 
But if, after the commitment is made, the company then is successful 
in going out and securing capital—further capital equity financing— 
we will reduce our commitment accordingly. 

Mr. Barnes. We would not like to see people stop trying, just 
because they have the commitment. 

Mr. Sruurs (reading) : 


Will the SBA publish lists of the small-business-investment companies being 
formed? 


Mr. Barnes. Yes; there will be a public announcement made. 
Mr. Sruurs (reading) : 


Your regulations say the branch offices may be established subject to the 
approval of the administration. Is such approval required if the small-business- 
investment company is chartered under State laws rather than by the Adminis- 


tration? 

Mr. Barnes. Approval will still be- required. 

Mr. Srutts (reading) : 

Will advances by the Government, other than the $150,000 of subordinated 
debentures, have priority over all other creditors of a small-business investment 
company by virtue of the Federal statute giving priority to Government claim? 

Mr. McCautivum. No; we think not. We think they are subordinate 
to all other borrowings. There is a problem here that was raised in 
one of the committees, but I think that, the way this statute is drafted, 
these will be subordinate to all other borrowings. 

Mr. Ratsron. I think your question was directed at the section 303 
loans; was it not? 

Mr. Struts. No; not to subordinated debentures. The other loans 
you make in addition to your subordinated debentures. 

Mr. McCattum. Oh, I’m sorry. These loans will have the benefit 
of any statutory provisions that may be applicable. In other words, 
they are straight loans, without any limitations in the Investment 
Act itself. 
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Mr.Sruuts. Thank you. [Reading:] 


What will the attitude of the SBA be if an investment company’s funds are not 
sufficiently liquid to amortize debentures on schedule? 

Mr. Barnes. Well, it would certainly be a reflection on the manage- 
ment of the company, and, particularly, if they had sought earlier 
financing and didn’t still have a cushion remaining with us. 

Mr. Sruurs (reading) : 

What progress has been made with the superintendent of banks of New York 
State so that small-business investment companies can be formed under the 
general corporation law rather than under the banking law? 

Mr. Rauston. We haven’t concluded—we are still discussing the 
matter with them. We have not concluded the matter. We wanted 
all the State authorities to see our final regulations before we started, 
you might say, final determinations whether or not they could charter 
under our regulations. So, we have not completed our discussions 
with them. 

Mr. Stouts (reading) : 

Now, when you conclude with New York State, are you figuring on going 
around to the various States to set up the forms of operation? 

Mr. Barnes. Actually, no. We prefer that the applicants or pro- 
ponents conduct their own discussions with State authorities and 
merely report to us, through this opinion of counsel, what their par- 
ticular problems are, because the area here to be covered is just too 
vast for us to arrange by our own discussions with State authorities. 

Mr. Srutts. So, it will only be through a check of the licensed and 
chartered investment companies, I suppose, that a listing of what 
States allow State charters—— 

Mr. Barnes. Yes; at some future time, after we have been in oper- 
ation, we will, no doubt, be able to issue more definitive information 
on it. 

Mr. Stuurs. We still have quite a few questions. I think I, myself, 
certainly am pleased with the amount of progress we have made. Mr. 
Barnes has promised to go over all of them. I apologize to you all 
that we can’t get to them. They will be printed in the record. I 
think Mr. Barnes and his staff here are to be commended for a full 
explanation of this operation under the act and for their frank 
answers to the questions we have posed. [Applause. ] 

(See appendix VII for additional questions and answers. ) 

Let us come back at 2:15. 

(Whereupon, at 12:55 p. m., the committee recessed, to reconvene 
at 2:15 p.m. the same day.) 


AFTERNOON SESSION 


Mr. Struts. It is a great tribute to the endurance of the banking, 
financing, investing fraternity that you are back in your seats and 
ready to listen to what I know are going to be two very fine talks 
this afternoon. 

First of all, we shall hear from a tax-law specialist in the Technical 
Planning Division of the Internal Revenue Service. Our speaker is 
a graduate of the School of Business and Public Administration at 
Maryland and of the George Washington University Law School in 
Washington. He has been with the Internal Revenue Service for 12 
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ears, and will, today, give us all the information that IRS presently 
los in which you will be interested regarding the investment compan 
act. It is, indeed, a pleasure to introduce to you Mr. James Kinsel. 
[ Applause. ] 


STATEMENT OF JAMES N. KINSEL, TECHNICAL PLANNING DIVI- 
SION, INTERNAL REVENUE SERVICE, UNITED STATES TREASURY 
DEPARTMENT, WASHINGTON, D. C. 


Mr. Kinset, Thank you, Mr. Stults. 

Mr. Chairman, and distinguished guests and members of the Amer- 
ican Management Association, at the very outset of my remarks I 
would like to thank the association on behalf of the Internal Revenue 
Service for inviting someone to join with you in these meetings. 

The 1958 legislative amendments which have to do with small-busi- 
ness investment companies and small-business concerns generally, fall 
into three separate groups. The first group consists of the tax meas- 
ures which relate to the small-business investment companies, the 
second deals with the election of certain small-business corporations as 
to taxable status covered in new subchapter S of the Internal Revenue 
Code of 1954, and the third group consists of the various small-busi- 
ness tax measures which comprise the Small Business Tax Revision 
Act. These will be discussed in the order mentioned. 

The tax provisions with respect to the small-business investment 
companies are not very extensive. They are, however, highly signifi- 
cant. The first of these provisions concerns the investor himself and 
the second, of course, concerns the company. If certain qualifications 
are met, the investor is allowed ordinary loss treatment with respect to 
losses on small business investment company stock. The qualifications 
for the tax treatment afforded the investor are that the loss must be 
with respect to stock in a small-businss investment company and the 
loss must be of the type which would be (but for this new provision) 
a loss on the sale or exchange of a capital asset. 

The term “capital asset” means any property, whether or not used in 
a trade or business, except that it does not include stock in trade or 
property included in inventory, property held primarily for sale to 
customers, property used in trade or business subject to the allowance 
for depreciation, real property used in the trade or business, certain 
governmental obligations issued at a discount maturing at a fixed date 
not exceeding 1 year from date of issue, certain copyrights, and 
accounts and notes receivable acquired in the ordinary conduct of 
business. 

As to the company losses, the company has the same benefit as the 
investor. That is, it is allowed ordinary loss treatment rather than 
capital loss treatment on losses on convertible debentures described 
in section 304 of the Small Business Investment Act of 1958 as well as 
the stock acquired on conversion of the debentures. The second tax 
benefit is that where dividends are received by small-business invest- 
ment companies operating under the act, the companies are allowed 100 
percent deduction for dividends received from certain domestic cor- 
porations instead of the 85-percent deduction which is generally 
allowed other corporate taxpayers. 
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There will undoubtedly be many tax problems to solve in connection 
with the new companies. For seattle we have only recently been 
reminded by the Internal Revenue Service in a Technical Information 
Release that the personal holding company tax will apply to the small- 
business investment company if at any time during the last half of 
the taxable year more than 50 percent in value of its outstanding stock 
is owned by not more than 5 individuals. Of course, there are two tests 
for taxation as a personal holding company—an income test and a stock 
ownership test. While the small-business investment company will 
usually meet the type of income test, it doesn’t necessarily have to come 
within the stock ownership test. 

The next new code provisions to be discussed are the ones relating 
to the election of certain small-business corporations as to taxable 
status. These are important provisions because they reduce the dif- 
ferences in tax treatment which flow from the form of business organ- 
ization selected. They are found in section 64 of the Technical Amend- 
aoe Act which adds a new subchapter S to the Internal Revenue 

ode. 

Firstly a small-business corporation under this new subchapter is 
defined as a domestic corporation, not a member of an affiliated 
group, which does not have more than 10 shareholders, and which 
does not have a shareholder who is not an individual (other than an 
estate) does not have a nonresident alien shareholder, and does not 
have more than 1 class of outstanding stock. Notice here that’ there 
is no limit as to the size of the corporation with respect to capitaliza- 
tion. The limit is as to the number of shareholders and class of stock 
outstanding. 

To be eligible for the benefits of subchapter S, all shareholders of 
the corporation as of the first day of the taxable year in question, 
or the shareholders when the election is made, must consent to the 
election. Moreover the election provided by subchapter S must be 
made in a 2 months’ interval, either in the first month before the 
beginning of the taxable year, or in the first month of the taxable 
year in question. What is the effect of this election? Once the elec- 
tion is made, it is effective not only for the taxable year, but also 
for all subsequent years, unless it is terminated. And termination 
can come about in one of several ways. Firstly, if a new person 
becomes a shareholder and does not consent to the elecion, the elec- 
tion is terminated. Secondly, the election can be terminated if all 
the shareholders consent to its revocation. A revocation is effective 
for subsequent years only unless it is made in the first month of the 
taxable year. ‘Third, if a corporation ceases to qualify as a small- 
business corporation, the election is terminated. Fourthly, if more 
than 80 percent of the gross receipts come from sources outside the 
United States, the election is terminated. Finally, the election is 
terminated if more than 20 percent of the small business corporation’s 
gross receipts are derived from royalties, rents, dividends, interest, 
annuities, and sales or exchanges of stock or securities. 

_In order to prevent a corporation from electing in and out of the 
application of the new subchapter, a limitation has been added which 
provides that if a corporation makes the election and later-termi- 
nates it, it must wait for 5 years before it can re-elect, unless per- 
mission is obtained from the Secretary or his delegate. After the 
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election is made, the shareholders include in their own income for 
Federal tax purposes the current income of the corporation, both the 
portion which has been distributed and that which has not. Neither 
type of income is eligible for dividends received credit, because there 
is no tax at the corporate level. Generally, the income is treated as 
ordinary income of the shareholder without the retention of any 
special characteristics it may have had in the hands of the corpora- 
tion. However, net long-term capital gains retain the same character 
in the hands of the individual] that they had in the hands of the cor- 
poration. Also, the net operating loss of the corporation passes 
through to the shareholders and there is no carryover or carryback 
of net operating losses at the corporate level after the election is 
made. At the individual level, these distributed corporate losses are 
to be treated in the same manner as any loss which the individual 
might have from a proprietorship; that is, they are first offset against 
income for that year, regardless of whether derived from another 
business, and if losses remain, they are carried over to subsequent 
years. But there is no carryback to pre-1958 years. 

When the election has been made, the basis of a shareholder’s stock 
is increased for any of the corporate earnings taxed to him that are 
not currently distributed. But this basis is reduced if the earnings 
are distributed. Where a shareholder has been taxed on earnings 
which are not distributed, the corporation may, in a subsequent year, 
distribute the earnings to the shareholder and these will not be re- 
garded as dividends. Once all such earnings have been distributed, 
if further distribution is made, and the corporation has other earn- 
ings on which the shareholder has not been taxed or had earnings 
and profits before its election to the special treatment, the distribu- 
tions will be regarded as dividends. 

The third group of legislative amendments which relate to small 
business are those included in the Small Business Tax Revision Act of 
1958. This act was intended to aid and encourage small business. It 
was designed to deal with certain of the most important tax problems 
which confronted small business. One of the measures contained in 
the act has to do with increasing the volume of outside funds available 
to small business and three of them are concerned with increasing the 
volume of funds available from internal sources. All of these new 
provisions are of importance to the small-business investment company 
because of the effect they will have upon the growth of small businesses. 

The measure of the Small Business Tax Revision Act which has to 
do with increasing outside funds is very similar to the one first dis- 
cussed with respect to small-business investment companies, namely, 
that the act provides for ordinary loss treatment instead of capital-loss 
treatment of losses on small-business stock. One of the measures relat- 
ing to the means of increasing the volume of internal funds is the 
provision of a 3-year net operating loss carryback. Thus, in the event 
of a loss year, the loss can be carried back to the third preceding year 
in the interest of securing a refund when one is most needed, rather 
than depending on a carryover toa later year. Another means of in- 
creasing the volume of internal funds is found in the provision which 
will permit small business to write off an additional 20 percent of the 
cost of equipment in the first year in which depreciation is allowable. 
This provision will free funds for reinvestment at an earlier date than 
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would be generally true and will enable a small-business concern to use 
its depreciation reserves for expansion rather than, as heretofore, for 
replacement only. A fourth feature of the act provides for an increase 
in the minimum accumulated earnings credit from $60,000 to $100,000. 
This, of course, applies to all corporations, not just tosmall ones. The 
final feature of the act which is designed to avoid the breakup of small 
businesses once they have been established is the provision which allows 
up to 10 years for the payment of the Federal estate tax where invest- 
ments are in a closely held business. 

The provision relating to the treatment of losses on certain small- 
business stock as ordinary rather than capital loss is contained in a 
new séction of the code—section 1244. This new section contains a 
maximum amount feature which limits the amount to be accorded the 
special treatment in eny one taxable year to $25,000 or $50,000 in the 
case of a joint return. The stock referred to in section 1244 means, 
stock in a domestic corporation, and that corporation must have 
adopted a plan after June 30, 1958, to offer the stock for a period speci- 
fied in the plan ending not later than 2 years after the date the plan 
was adopted. The corporation must have been a small business corpo- 
ration, as especially defined in the section, at the time the plan was 
adopted. Also, at the time of adoption of the plan, no portion of a 
ae offering must have been outstanding. The stock must be issued 

or money or other property other than stock and securities. Finally, 
the corporation, in the 5 years before the taxpayer incurs the loss on 
the stock (or less, if the corporation was not in existence for 5 years) 
must in the usual case have derived more than half of its gross receipts 
from sources other than royalties, rents, dividends, interests, annuities, 
and sales or exchanges of stock or securities. 

For purposes of section 1244, to qualify as a small-business corpora- 
tion, the aggregate of the stock offerings of the corporation must not 
exceed $500,000, and the total stock offering plus the equity capital 
must not exceed $1 million. It should be noted how the small-business 
corporation as defined in section 1244 differs from the small-business 
corporation as defined in subchapter S, where the limit was not on 
capitalization but on the number of shareholders. Another interesting 
comparison is that the electing corporation under subchapter S may 
not have more than one class of stock, but this limitation does not 
appear in connection with the small-business corporation as defined 
in section 1244. Also, the section 1244 small-business corporation must 
have derived more than 50 percent of its aggregate gross receipts from 
sources other than royalties, rents, dividends, interest, annuities, and 
the sale of stock or securities, whereas the electing corporation in sub- 
chapter S has its election terminated if more than 20 percent of the 
income is derived from those purposes. 

The next provision of the Small Business Tax Revision Act to be 
discussed is the one which allows a 3-year net operating loss carry- 
back. Prior to the amendment made by the act as to net operating 


losses, a net operating loss could be carried back 2 years and carried 
: 

forward 5 years. The same procedure is to be followed except that 

an additional carryback year is allowed. It should be noted that this 
provision applies to all business concerns. 

The third provision of the Small Business Tax Revision Act is the 

one relating to the additional first year depreciation allowance for 

small business. This amendment provides that a taxpayer may write 
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off an additional 20 percent of the cost of depreciable tangible pro 
erty in the year of acquisition. This treatment is available for newly 
acquired used property, as well as for new property. Like some of the 
other provisions which have been discussed, this measure contains a 
limitation designed to confine the benefits largely to the small busi- 
ness area. This limitation is referred to as the dollar limitation on 
section 179 property. It limits the part of the cost of the property 
in connection with which the additional allowance can be taken to a 
value not in excess of $10,000 or $20,000 in the case of a joint return. 
Thus, the asset can cost any amount, but the additional 20 percent 
allowance applies to the first $10,000 of the cost of the asset or assets 
(or $20,000 in the case of a joint return). The election to have this 
new section apply must be made within the time prescribed for filing 
a return and cannot be revoked without the consent of the Commis- 
sioner. 

The property which will be eligible for this additional allowance 
must be tangible personal property subject to the allowance for de- 
preciation, acquired by purchase after December 31, 1957, for use in 
a trade or business or for holding for production of income. Also, at 
the time of acquisition, the property must have a useful life of 6 years 
or more. Further restrictions limit the property subject to the addi- 
tional allowance to that which is not acquired from persons whose 
relationship to the person acquiring the property would result in dis- 
allowance of losses, with certain modifications, and in connection with 
members of an affiliated group, the additional allowance does not 
apply to property purchased from another member of the group and 
the $10,000 maximum applies to the entire group. Finally, the allow- 
ance is available only with respect to property acquired after De- 
cember 31, 1957. 

The fourth provision of the Small Business Tax Revision Act is the 
one relating to the increase in the minimum accumulated earnings 
credit from $60,000 to $100,000. This credit is in connection with the 
tax which was at one time known as the section 102 surtax, and the 
1954 Code imposed the tax at the rate of from 2714 to 3814 percent 
on Spee accumulated corporate earnings. In computing the in- 
come base to which this tax was to be applied, there was allowed a 
minimum credit of $60,000, and this amount has been increased to 
$100,000 in the interest of allowing a slightly wider margin of ac- 
cumulation. This change is effective with respect to taxable years 
beginning after December 31, 1957. 

The final small-business-tax-revision measure is the one relating to 
the installment payment of estate tax. This provision is designed to 
make it possible to keep intact a business where the death of one of 
the owners of the business results in the imposition of a relatively 
heavy estate tax. Where the decedent has a substantial proportion 
of his estate invested in the business, the heirs would be confronted, 
under the law as it existed prior to this amendment, with selling the 
business or selling a part of it in order to pay the estate tax. And 
that, of course, brought about many corporate mergers and the dis- 
appearance of many small businesses. This new measure will not, of 
course, change the amount of the estate tax. It will merely defer the 
payment of it. 

To be eligible for this treatment, the interest in a closely held busi- 
ness must represent 35 percent of the gross estate or 50 percent of 
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the taxable estate of the decedent. Moreover, this tax deferral is avail- 
able only with respect to the portion of the estate tax attributable to 
the value represented by the interest in the closely held business. A 
closely held business is defined in the code as including a proprietor- 
ship, a 20 percent capital interest in a partnership, a 20 percent interest 
in the value of the voting stock of a corporation, and the interest in 
a partnership or corporation in which there are 10 or fewer partners 
or shareholders. The 20 percent test in the case of an interest in the 
partnership and voting stock of a corporation is to be determined 
on the basis of whether 20 percent or more of the total capital interest 
in such partnership or 20 percent or more of the value of the voting 
stock of such corporation is included in the gross estate of the decedent, 
whether or not the decedent owned 20 percent or more at the date of 
his death. Thus a partnership interest or capital stock held by an: 
inter vivos trust included in the decedent’s gross estate, for example, 
would be included in determining whether or not the business was 
classified as being closely held at the decedent’s death. The first 
installment of estate tax is to be paid at the time the estate tax return 
is statutorily due and later payments are due at yearly intervals of 
1 year without regard to any extensions which may have been granted 
for the payment of a particular installment. These installment pay- 
ments are subject to interest at the rate of 4 percent. 

There are certain circumstances where this installment privilege 
might be terminated. The most important of these is where there is a 
withdrawal from the business of 50 percent of the value of the business, 
or where that percentage of the decedent’s interest in the business is 
distributed or sold. However, where there is a redemption of stock 
to pay death taxes, this redemption, even though it represents a with- 
drawal or distribution of 50 percent or more of the value of the inter- 
est in the business, will not result in an acceleration of all the install- 
ment payments, if an amount equivalent to the distribution is applied 
against the estate tax. Also, any income accumulated by the estate 
after its fourth year must be applied against the balance of the unpaid 
estate tax. These new provisions apply to estates of decedents where 
the date for filing the return is after the date of enactment of the 
Small Business Tax Revision Act. They also apply in the case of a 
deficiency assessed after the date of enactment if the deficiency is not 
due to negligence and disregard of rules. It should be noted that 
under this measure, unlike certain of the others, there is no limitation 
on the size of the business, but there is a limitation on the number of 
shareholders or partners in the business. 

It must be borne in mind in dealing with small business concerns 
in the light of these various tax developments, that not all of the smal 
business concerns can receive the benefits of all of these provisions. 
For example, with the electing corporation under subchapter S there 
is a limit as to the number of shareholders, so a given small business 
may not qualify. In connection with section 1244 stock and ordinary 
loss treatment on that stock, there is a limit on capitalization, and a 
given concern might be too large to receive the benefits of that section. 
Moreover, the additional first year depreciation allowance is limited 
to property with a useful life of 6 years or more, and, therefore, many 
taxpayers whose businesses require the use of short-lived assets ma 
not receive the benefits of that new provision. And, of course, wit 
respect to the installment payment of estate tax, there is a percentage 
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requirement as to the decedent’s share in the business, and there is 
also a limitation on the number of shareholders. Thus each small 
business concern will have to be viewed individually in the light of 
which one or ones of these small business tax revision measures might 
be applicable to them, in determining investment desirability. 

Mr. Kinsex. I might add that I have copies of a technical informa- 
tion release which the Internal Revenue Service just recently issued in 
connection with the tax-option corporations which brings that out. I 
will pass those out at the conclusion of the meeting. 

Mr. Stutts. Well, Mr. Kinsel has done a little bookselling on behalf 
of his own agency; I might mention to those of you who are not aware 
of its existence that the Small Business Committee of the Senate has 
prepared a document covering the text, a nontechnical and a technical 
explanation of the various provisions of the stnall-business tax adjust- 
ments of 1958. It is immediately available. ‘ It will serve as a useful 
companion, I think, to the remarks of our speaker today. 

I certainly wish to thank him for coming up here and giving us 
the information that anybody interested in setting up a small-business 
investment company must know, since, obviously, the tax position of 
your potential borrowers is going to be of paramount importance to 


ou. 
. Now, let us have just a 5-minute break, and then we will get back in 
operation. 

(Brief recess.) 

Mr. Srcutrs. Now, you have heard about how to fill out forms. 
You have heard minor things like how to pay your taxes and what 
taxes are. 

We now come to what I consider the real bread and butter, the meat 
and potatoes of the entire session. We have two men here who are well 
qualified to talk about what the potentialities are and what the pitfalls 
are in financing small business. These are the long-term-equity 
financing opportunities which these two men have found in their own 
experience. 

All of us are, indeed, fortunate that our final speaker of the panel 
consented to come and give us some—lI almost said free advice; that 
would be only true for a limited number of us lucky ones, but I am sure 
that the advice and counsel to be given to you by your last speaker will 
make it worthwhile. I am putting a monkey on his back at the very 
outset. 

A partner in the firm of J. H. Whitney & Co., well-known invest- 
ment people here in New York, is our next speaker. And, indeed, 
it is with tremendous pleasure that I am looking forward to hearing 
from Mr. Wrede Petersmeyer. [ Applause. ] 


STATEMENT OF C. WREDE PETERSMEYER, PARTNER, J. H. 
WHITNEY & CO., NEW YORK, N. Y. 


Mr. Perersmyer. Thank you. 


Tue PorenTIALITIES AND PITFALLs oF FINANCING SMALL ENTERPRISES 


As many of you know, the founder and senior partner of J. H. 
Whitney & Co. is fortunately a very wealthy man and also fortunately 
a very able businessman, Mr. John Hay Whitney, who is currently 
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serving as Ambassador to Great Britain. Mr. Whitney is affection- 
ately known and commonly referred to as “Jock” Whitney. 

By way of illustrating the text of my remarks today, I am reminded 
of an event that happened a few years ago in our own firm that I 
think you might find interesting. 

At that time, we were considering acquiring for a substantial amount 
of money a portion of a business of a very successful food company. 
Although the president of that company was a relatively young man, 
the patriarch, the prime mover and the founder of the company was 
his uncle, a rather elderly man, but still a very active man. 

A great point was made during the course of our negotiations about 
the Horatio Alger rise of Uncle “Joe,” who started as a fruit-cart 
peddler and, during the course of his career, had built up a very suc- 
cessful enterprise. A time had been set by which we were to make 
our decision whether to go into this business or not, and we had not 
completed our investigation. We requested an additional 2 weeks in 
which to complete our investigation. While we were deliberating the 
progress of this particular project in our firm meeting, the telephone 
Fang and it was the president of the company on the phone informin 
us that he was very sorry that his Uncle “Joe” had said that we coul 
not have the extension of time. One of the partners commented in 
the firm meeting that, “You tell him that we must have the additional 
time. Otherwise, our answer will be ‘No.’ Tell him that our Uncle 


‘Jock’ didn’t start as a fruit-cart peddler and he has no intention of 


ending up as one.” 

I would like to cover today four areas: First, the background of 
J. H. Whitney & Co. and how it operates; second, the potentialities of 
financing new or small enterprises, based on our experience; third, the 
pitfalls of financing new or small enterprises, based on our experience; 
and, finally, some conclusions. 

I am not going to be in the position of—I am sure the story a lot of 
yee have heard—of the 5-year-old boy who was busy drawing on @ 


lackboard, making pictures and his mother came in and said, “Johnny, 


what are you drawing?” He said, “I am drawing a picture of God.” 
And she said, “But, Johnny, nobody knows what God looks like.” 
And he said, “Well, they will when I get through.” 


I. Tus Bacxerounp or J. H. Wurrney & Co. anp How It Operates 


You might have chosen a better speaker today, possibly from a dif- 
ferent organization than J. H. Whitney & Co., because J. H. Whitney & 
Co.’s eon purpose is not one of financing small business per se by 
any definitions or restrictions, but rather to provide equity capital 
for the development of growth companies in growth industries—the 
type of risk or venture capital that was provided in the early history 
of our country by private individuals, when the tax laws were some- 
what different than they are now, and in the early days by banking 
houses. These are primarily situations that are not susceptible to 
bank financing, and also those that are not sufficiently large to be of 
interest to the general public. 

J.H. Whitney & Co., along with American Research & Development 
Co.—incidentally, Bill Elfers here today and I were in the same class 
at Harvard Business School many years ago—and a handful of other 
companies, were pioneers in this field of providing new channels 
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through which capital and enterprise could be brought tegether. J. H. 
Whitney & Co. uses only its own funds, as far as equity investments 
are concerned. It makes use of bank financing wherever such is pos- 
sible in financing the companies in which we take an interest. We do 
not deal in listed securities. We are not in the brokerage business. 
We hold no investments in listed securities except those of our com- 
panies that we started as embryo companies and that have grown to a 
point where they are now publicly held. 

Mr. Whitney, for many years, probably from the time he was 20 
years old, had been really a venture capitalist on his own, without a 
staff and without the kind of organization that he now has. Following 
the war, he came back to this country and decided he wanted to do 
something worthwhile with his funds. He felt he was in a position 
to take risks that others were not. He knew there would be new 
products, new processes, new companies that would grow as a result 
of the general stimulation of the economy in the postwar era. 

As a consequence, he took his funds and divided them into three 

arts: First, into that needed for the security of himself and his 

amily; second, a portion to establish a charitable foundation; and 
third, that needed to establish J. H. Whitney & Co 

The capital for J. H. Whitney & Co., which has previously appeared 
in the press was $10 million. 

J. H. Whitney & Co, now has a staff, a total staff, of 33, all in New 
York. Of those 33, 13 are partners and the other 20 are secretaries, 
librarians, research people, accountants, and so forth. These partners, 
the 13 partners, have various backgrounds. Some are engineers, some 
have had production experience, some are lawyers, some are financial 
men, some are economists, some have marketing, merchandising, and 
general sales backgrounds. 

Our cycle of operations encompasses the following four steps: First, 
screening out from the many propositions that come to us com with 
little or no merit and investigating those that are worth pursuing. 
That is done by informal teams of partners and staff whose fields of 
interest and experience and background are primarily in the areas 
that the proposition encompasses. We take on the services of con- 
sultants in fields in which we have little or no knowledge. 

Second, making decisions on the investments that have been investi- 
gated sufficiently to be up for a decision. At some point, you must say 
we shall invest or we shall not invest. These decisions are pooled 
decisions; they are the result of the judgment of all of the partners 
in the firm who meet and combine their abilities in trying to decide 
whether this is something that our firm ought to go into. 

Third, and probably the most time-consuming of all of the areas 
that we work in, is actively working with the companies in which we 
have investments, working with them to insure their growth and 
success. These 13 partners of J. H. Whitney & Co. hold a total of 
some 40 directorships in companies in which we are interested, and 
those are not once-a-month or quarterly or semiannual perfunctory 
directorship activities. ‘These are working directorships. This type 
of director may be on the telephone every py all day, or in meetings 
all day, or every day, or every week, or several times a month. 

And, finally, in the cycle of operations of J. H. Whitney & Co., is 
the eventual turnover of investments through sale to the public or 
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sale to some other organization, realizing a gain on those that are 
successful, and turning that money again over to reinvest in new 
situations. 

During the past 12 years, we have been approached by over 7,000 
entrepreneurs seeking capital, or an average of something over 500 
a year. Of those 7,000, we have actually made investments in some- 
thing over 50, in something less than 1 percent of the total that have 
come to us. ’ 

Just by way of illustration, you may be interested in the current 
work status reports in our firm and the kind of propositions that come 
to us. All of these that I will run down, just in a brief word, are 
propositions we have rejected within the last few weeks. I think you 
will see, when I get into the investment policy of J. H. Whitney & 
Co., some of the reasons why we rejected them. They still may be the 
types of propositions that will be interesting to some of you, because 
the investment policies you develop may be different from ours: 

Participating in the commercializing of a new patented design of 
adjustable steps for use with house trailers; financing the expansion 
of test marketing of a pharmaceutical solid for the relief of pain; 
providing $200,000 to ok a direct-mail advertising list for a com- 
pany which deals with the large automobile companies’ advertising 
agencies; financing of television pilot films; providing capital for a 
company that is developing a skiing area with lifts in a town in 
Maine; providing capital to finance the construction of a gypsum 
mill in New Mexico; financing a children’s fairyland where Mother 
Goose comes alive and Jack and the Bean Stalk become real. 

One from the Philippines, providing financing for 2 undisclosed in- 
ventions; providing undisclosed financial backing for a program of 
prospecting, drilling, and development work in northwestern Ontario; 
providing 3 to 5 million dollars of new capital to establish cattle- 
and meat-processing operations in Alaska; participating in financing 
for franchises for an operation of improving the quality of egg pro- 
duction; participating in the development of a new type of ruler with 
a sliding marker, which would mark small fractional distances once 
measured; providing 3 to 4 million dollars of additional capital for 
a metal-fabricating company; providing financing for an undisclosed 
new idea; financing development of a new type of helicopter, designed 
by a German and brought to the United States by the Armed Forces; 
providing a small amount of financing to complete the development of 
a new lightweight dense concrete panel; financing a continuation of 
developmental work on lead, silver, and zinc deposits in Idaho; financ- 
ing the development of a 73,000-acre concession in Dutch Guiana; 
financing the exploitation of a special wing aircraft design ; providing 
$500,000 for the conversion of 5,000 acres of land into irrigated farm- 
land; providing unstated amount of capital to a small company that 
produces a rollup ladder. 

I could go on, but these give you some idea of the types of thin 
that a firm such as ours, or a firm such as some of you may establish, 
will have to decide whether or not are of investment interest. 

Those of you who may decide to enter this field may be interested in 
J. H. Whitney & Co.’s investment policy. 

Let me say broadly that we are interested in those propositions that 
we think are worth while and that have a profit potential commensurate 
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with their risk. Those are very broad criteria. There are a number 
of propositions that come to us on which we think we could make 
money, but in which we are not interested, because we do not think 
they meet our criterion of worth» hile. On the other hand, there are 
many ventures that are worth while that we do not think are economi- 
cally sound. If the latter are sufficiently worth while, they will be 
referred to Mr. Whitney’s foundation, which is where we think they 
belong. 

So, broadly, they have to be financially attractive and they have to 
be something with which we would be glad to be associated. 

Now, as to more specific policies: First, we are primarily interested 
in growth situations, in new or growth industries. Included in the 
fields in which we have substantial investments are frozen foods, elec- 
tronics, certain phases of oil and gas operations, nuclear developments, 
uranium, new tool products can television broadcasting. Although 
we were originally interested only in new processes or new products, 
our policy has been broadened in recent years to include growth situa- 
tions in growth industries, whether or not the given product or the 
process is a new addition to that field. To give you an example: We 
were not the first television broadcasters in the ‘business. How rever, 
television is certainly one of the most dynamic postwar industries; we 
felt that we could make a contribution in the field; we felt that the fact 
that we were not the very first broadcaster or were not broadcasters 
during the first few years or so of the birth of the industry is relatively 
inconsequential, providing we do something in this field that we think 
would justify our being in it. 

Second, we are not interested in propositions that are still in the 
experimental or inventive stage. I will say “not primarily interested 
in them.” This is the creative-inventive stage wet we have found 
the risks extremely high, an area difficult to assess and one in which 
we are not very well able to assist. I am talking about the type of 
proposition in which somebody comes in with an idea of a product he 
would like to make and wants the capital to make the product to prove 
that it works. It is very difficult for a firm such as ours to assess the 
merit of such a proposition. We like to see and feel and touch the 
products intended to be marketed and on which the business is to be 
based. 

Third, because our firm works very closely with the companies in 
which we make investments, we are primarily interested only in ven- 
tures in the continental limits of the United States. This, in recent 
years, has been extended to include Puerto Rico—I see one of the 
Puerto Rican representatives here today. We have made several in- 
vestments in Puerto Rico. 

Fourth, because small investments take as much time as large invest- 
ments, we have generally found it not practical to make investments 
as small as, say, $50,000, unless such propositions involve unusual 
circumstances such as the need for first-round seed money, invested 
with the full knowledge that additional capital will be needed if the 
original capital proves the soundness of the product or process. What 
I am really saying is that generally propositions requiring total fore- 
seeable ¢ capits al of $50,000, with a potential of possibly tripling our 
money in 5 years, will not be of interest to our firm. I will diseuss why 
in a little bit when I come to the economics of the venture capital 
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business. Generally, the propositions that we go into are in the gen- th 
eral area of $500,000 to $1 million. fa 
Fifth, because we have found that new and relatively small com- th 
panies need management assistance, probably at least as much as they se 
need capital, it has, again, proved impractical for us to make invest- th 
ments in companies in which we do not have a sufficiently large equity . fa 
interest to exercise an important role in the affairs of the company. | — ex 
This does not imply control. It implies a sizable stake in the com- | is 
pany which we go into that enables us to lend some judgment and Ww 
assistance, and, hopefully, to have such assistance be beneficial to | 
the company. : 
Sixth, we have further eliminated companies whose sole assets are es 
the services of individuals. By that, I mean financing advertising in 
agencies, consulting firms, and so forth, because of the inherent diffi- ru 
culties of evaluating them, contributing to their operation, and, finally, w 
because of the difficulties of realizing on such an investment. | oa 
(1 think that same thing would apply to gasoline stations, drygoods th 
establishments, and that kind of business. ) tr 
Seventh, obviously, the key to success in any business, and partic- he 
ularly in the businesses of the kind that some of you might be con- le 
sidering, is the quality of the management of the companies in which 
you make investments. We have to be satisfied, when we finance a g 
business, that we are going to be happy with the management. If we ca 
have any reservations about management or if management is untried | al 
(which is often the case), we need to have enough of voice in the by 
affairs of the company, for the company’s sake as well as our own, to | 01 
be able to make changes if such become necessary. If a situation, v 
otherwise attractive, involved very weak management, we would prob- te 
ably not make the investment in the first place because our very last pi 
desire is to kick out the fellow that started the business we are financ- 
ing. On the other hand, if there is a question about the ability of the $i 
fellow, and most people’s abilities have to be proved, we would like a of 
pretty strong voice in that business in order to effect changes if 01 
necessary. 01 
Fighth, we are obviously interested in a return commensurate with m 
the risks inherent in the venture capital field. This is a business that, in 
by and large, is risky. We are not interested in making loans per se. ol 
We are interested in equity investments. We generally hope that if 
we are successful—if a company is successful, our investment will Pp 


appreciate several times—3 to 5 times, let us say—in a period of 5 to 
10 years. g 

Lastly, we are not interested in investments where there is obviously re 
no way or no apparent way of realizing on them if they prove success- as 
ful. We hope that we can ultimately bring our companies along to 2 
a point where they can be publicly financed or might be sufficiently li 
attractive for acquisition by another buyer. So much for the back- 0 
ground of J. H. Whitney & Co. F 


II. Tue Porentiarirres or Francine New or SMALL Businesses | 
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You might be interested next in the potentialities of this business | @ 
based on J. H. Whitney & Co.’s experience. St 
J. H. Whitney & Co., in the 12 years it has been in existence, we al 


think, has been successful—not only financially, but also in terms of 
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the satisfactions it has brought those associated with it. The satis- 
faction of seeing products brought to market that you would like to 
think would not be on the market were it not for you, the satisfaction of 
seeing small businesses grow and prosper, the satisfactions of seeing 
the managements of those companies grow and develop, the satis- 
faction of seeing the members of your own firm gain in re and 
experience over the years, and, lastly, the satisfaction, unattractive as it 
is sometimes, of learning from your mistakes and resolving that you 
won't make those same mistakes again. 

As to financial results, J. H. Whitney & Co. has been successful. 
Obviously, the kinds of things we are in do not have, by and large, 
established market prices. But, based on our own evaluation of our 
investments, J. H. Whitney & Co.’s original capital, has almost quad- 
rupled in 12 years. However, I am quick to point out that if in 1946, 
when J. H. W hitney & Co. was started, one had taken the s ame capital 
and put it into a diversified portfolio of listed securities, even those 
that do not have unusual growth possibilities, that capital would have 
tripled. We have not batted much better than we would have if we 
had put the capital in listed securities, with far less trouble and far 
less risk. 

I would also like to point out that, of the 50 companies we have 
gone into, 250 percent of the 300 percent increase of J. H. Whitney’s 
capital has been accounted for by 5 ventures, in each of which the 
amount of money at risk by J. H. Whitney & Co. was in excess of 
$2 million. Moreover, 1 of these 5 was an early success. Timing was 
on our side. If it had not been for one of these early successes, J. H. 
Whitney & Co. may not have been nearly so venturesome, nor able 
to make the later major investments that have accounted for a large 
part of its growth. 

You might be particularly interested in those investments under 
$500,000 which we have made, which is more likely in the area a lot 
of you may be interested in. Of those, there are 38. A tabulation 
of those 38 shows this: In 15 of them, we lost all or substantially all 
of our money; in 6, we broke even—bailed out: in 4, we made some 
money, but an unfavorable rate of return on the investment; and, 
in 13, we were successful. And we would have done again those 13 
out of the 38. 

Some of these figures might be sobering to some of you after my 
previous remarks about the success of J. H. Whitney & Co. 

Taking the 38 ventures as a whole of under $500,000 each, 38 both 
good and bad, the firm averaged slightly in excess of a 10-percent 
return or appreciation of capital over the full period of 12 years— 
assuming an average risk of 6 years, the return is something less than 
2 percent a year. That is taking all 38 under $500,000. Even on the 
13, that we would have done again, the percent gain over an average 
of 5 or 6 years has been some 54 percent, or a 9 to 10 percent return 
per year—just on the goed ones. In neither case was the return on 
that money sufficient to cover the overhead of J. H. Whitney & Co. 

Therefore, as you can readily see, our batting average has not been 
particularly outstanding in the so-called small investment field. This 
ex omar has partially dictated our trend toward investing more 

stantial amounts of money in a more limited number of enterprises, 
oa more preferably in the fields in which we already have some 
experience. 
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I might point out that J. H. Whitney & Co.’s risks have been prob- 
ably higher than those contemplated under SBIC, since we are pri- 
marily interested in new ventures with considerable growth possi- 
bilities rather than going small businesses that some of you might be 
interested in. 

Finally, in the realm of potentials, one should not overlook the 
eventual development of knowledge in a field in which he has made 
a small investment that may lead to other investment opportunities 
in the same or a related field. 

I will give you just three examples: One of our early ventures was 
the Minute Maid Corp., which was the pioneer in the frozen orange 
juice concentrate field. Our interest in Minute Maid led us into an- 
other investment in a company called Morton Packing Co. that makes 
frozen specialty products, meat pies and so forth. From our Minute 
Maid experience we also acquired some experience in the agricultural 
end of the orange juice business, which led to an investment in a grove 
operation in Florida. These things snowball—you start with one, 
and it may lead you down a path that you find most interesting. And 
you are better able to assess those opportunities because of your expe- 
rience in the field. 

Second, we made an investment many years ago in the community 
antenna field, which is a technical development in the television field 
involving the bringing of television to small communities that are 
cut off from signals from distant stations. That stimulated our inter- 
est in the television broadcasting field and led to an investment in a 
UHF station. It went broke, and we lost our money. But that inter- 
est in the broadcasting field led, a year later, to an investment in a 
television station in Tulsa, Okla., that has proved very profitable. 
Further, during the course of the last several years, we have built on 
that experience and now have 4 television stations and 2 radio stations. 
This is one of the major investments in J. H. Whitney & Co. today. 

As a third example, we started in the oil and gas producing busi- 
ness, which led to investments in the oil refining field and in the tanker 
field. (We now have an interest in a company that has several tankers 
operating throughout the world.) 

I would be reluctant to see any of the restrictions in the Small Busi- 
ness Investment Act so limit the activities of the SBIC’s that they 
would not be able to make additional investments in fields in which 
they have an interest and have acquired experience. 


Ill. Tue Pirrautts or Financtne New or SMALL ENTERPRISES 


Now, as to pitfalls, for just a few minutes, and this is something all 
of you will be interested in. If you had a divining rod that would tell 
you as you touched on various propositions those that were good and 
those that were bad; if you could, at the same time, tell which manage- 
ments are going to be outstanding and which are not; if this rod could 
tell you which companies would grow and prosper without additional 
capital, which ones would appreciate as rapidly as you hope at the time 
you make the investment, and which ones you would be able to sell 
out at the time you want to and realize on that investment, you would 
have it made in this business. Unfortunately, it doesn’t work this way. 

Obviously, one of the major requirements for a successful operation 
of a venture capital firm is an extremely able staff within the invest- 
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ment firm itself. There can be no greater pitfall than weakness in this 
area, because it leads to poor investigation, poor decisions, and poor 
assistance to the companies that you become associated with. It is the 
kind of business where every entrepreneur that comes to you is bubbling 
with enthusiasm about the good things about his proposition. A lot 
of that enthusiasm carries over to the people that they are approach- 
ing, and one almost has to become a devil’s advocate, taking every 
single plus and finding out what is wrong with it. One can be carried 
away with the normal enthusiasm of projects. Every one sounds good 
to you when you are first in this game, based on my own experience. 
You soon find that most are not. 

The requirements for a staff will vary. We think we need a well 
diversified group of people on our staff with various backgrounds, be- 
cause propositions come in of every type covering a wide variety of 
fields of interest and types of industri les. 

I think that a good staff member in a company such as an SBIC 
needs, among other personal qualifications, three qualities: One, ob- 
— ity ; two, a keen analytical ability; and, three, imagination. The 
lack of any one of these three attributes can jeopardize the success of 
a venture capital firm. 

A second major pitfall, in our opinion, would be starting an invest- 
ment firm of this type without adequate capital. A substantial amount 
of capital is seolal for the four following things, which I will list 
and then elaborate on at a later time: One, sufficient capital to support 
a proper staff for investigation and assistance; two, sufficient capital 
to provide diversification of investments, without so small an invest- 
ment in any one company that one cannot afford to watch and work 
with it; three, adequate capital to take care of the additional capital 
needs of ventures to which you are committed; and, four, adequate 
liquid capital to enable the firm to continue to look at new ventures. 

Now, as to proper staffing for investigation and assistance: As I 
have indicated before, the cost of saying no in this business is extremely 
high. The something over 7,000 ventures we have looked at in 12 years 
would tax any staff. ‘Facts must be checked, industries must be studied, 
and if the fields are new to the personnel, a liberal education must be 
gained in those fields. Sound decisions are only as good as the facts 
on which they are based, and factfinding is time consuming and costly. 

Moreover, such staff talents are needed to assist the companies in 
which you have invested. 

I think that it is safe to say—and I have some of my partners in 
this room—that better than 95 percent of the time of the partners of 

J. H. Whitney & Co. is consumed in working with companies in which 
we have investments. And, I think that, probably, has been the case 
even when we didn’t have as many investments as we have now. We 
believe that the small businesses need guidance and need help, talents 
that are not available to them because of their size, at least as much as 
they need money. 

Now it is, unfortunately, very difficult to generate income to offset 
the operating costs of a venture capital firm. By and large, the in- 
vestments that are made are in companies that cannot afford, in our 
experience, to pay debt down at a given time, or to pay a particularly 
high interest rate. Moreover, the investments that are made, if they 
are in equities, are long term investments. Generally, if the companies 
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are going well, they need every dollar of capital to expand their 
operations. And if they are going poorly, they need every dollar to 
conserve their capital to stay afloat. 

As a consequence, you are in a business where there is no substantial 
continuing income that you can rely on to support the operations of 
the firm. 

Adequate capital, as I have just indicated, is needed to support a 
staff. You also need sufficient capital for proper diversification. 
Because of the risks inherent in financing new or small business, the 
capital obviously must be well diversified. And such diversification 
is feasible only with substantial initial capital. Diversity is a must 
in the operation of a sound venture capital enterprise. 

Adequate funds, as I pointed out, are needed to take care of the 
additional capital needs of ventures that you are committed to. The 
amount of capital needed to provide additional ‘apital if the company 
is successful is considerable, and if a company is unsuccessful, fre- 
quently it needs additional capital. So you have to keep a certain 
amount of your capital in reserve at all times to come to the resctie 
of the companies that you already have money in. 

To give you three quick examples: a company that went well but 
needed additional capital, an example of one that did not go well 
although it needed additional injections of capital, and one of inde- 
terminate success that needed additional capital. 

In the early years of Minute Maid, between 1947 and 1949, the firm 
invested at various times something over a half million dollars in 
Orange Concentrates common stock. That was the early name of 
Minute Maid. Subsequently, another $450,000 was invested in 
Vacuum Foods, which was a subsequent name of the company—com- 
mon stock. And, then, another $118,000 in Vacuum Foods preferred 
stock. So in 2 years the amount of money we had at risk in the 
Minute Maid situation had grown from half a million dollars to well 
over a million dollars. By then the company was going well, but it 
was growing faster than the capital a railable to support its growth. 
So, in 1950, we loaned Minute Maid an additional $550,000. At that 
time then we had better than a million and a half dollars in the com- 
pany, after starting with what we thought was already a very sizable 
investment of a half a million dollars. This is typical of companies 
in which we have had a part that have been successful—they need 
additional capital if they go well. 

Second, we started a company a number of years ago in the printed 
circuit business. In August 1952, we made an investment of $140,000 
in the company. That was the initial capital that was required. 
Before the end of the first month, we increased our investment by 
some $30,000 to cover the first year’s rent on a plant to house the 
operation. Then we had $169, 000 in the venture. From December 
1952, which is only 3 months after the initial investment was made, 
to June 1953, we had to put up another $220,000 in order to keep the 
company going. And, finally, we attempted to merge the company 
with another company, and even the merger costs were something like 
$15,000. So, we ultimately had an investment, or the investment had 
grown in something less than a year from $140,000 to over $400,000. 
It might be interesting to some of you to learn that we eventually lost 
virtus ally all of our money in this venture. 








TT ARN 





BRIEFING ON THE INVESTMENT ACT 127 


Third, we made an investment in a company to exploit a very inter- 
esting tool—a handheld power saw—maybe some of you own them 
now—called the Wright Power Saw. It combined the accuracy of a 
handsaw with a fixed blade with the mechanical advantages of a chain 
saw—a very attractive product. In 1950, April, we started with an in- 
vestment of $80,000 to get the company started. Before the end of the 
year, we had advanced another $60,000 in the form of notes to the 
company. And, during the 5-year period thereafter, we made an addi- 
tional $600,000 investment in the company. So we eventually had 
something slightly less than three-quarters of a million dollars in the 
company. The company was subsequently merged with another com- 
pany that we thought could distribute the product more economically. 
We think we may ultimately recover our investment. But that com- 
pany (a marginal one) like the ones that was successful and the one 
that was unsuccessful, needed ultimately far more capital than we 
ever expected it would need. 

Lastly, you need adequate liquid capital to enable you to continue to 
look at new ventures. You can’t be completely invested up in this 
business or you become an investment trust. 

So much for the two major pitfalls that I have covered, which are 
the right kind of abilities in your staff and adequate capital to cover 
the requirements of the staff, for diversification, for standing back of 
the companies and continuing to look at new propositions. 

The next pitfall is one of timing. You need early winners in this 
business. You can dissipate your capital extremely rapidly if your 
early ventures are unsuccessful, and the unsuccessful ones become 
unsuccessful much more rapidly than the successful ones become suc- 
cessful. We think we can tell pretty well by the end of the first year 
which ventures will be turkeys, but we cannot tell the ultimate success 
this early of those that look like they have a good chance of succeeding. 

Next, the difficulty of assessing management abilities. I won’t dwell 
on this. It is a major pitfall. A company is only as good as its man- 
agement. Iam sure all of you have had experience in hiring people— 
you are never sure unless you have worked with them over a period of 
time where their strengths and weaknesses are. 

The next pitfall is the financing of projects too early in the game. 
We have had a lot of experience in this area. For example, we lost 
something like $460,000 in a company engaged in making an insulation 
board out of a volcanic ash, called perlite, many years ago. The prod- 
uct had basic characteristics that we thought were desirable, but we 
found after making the investment that the product could not be cut 
with a power saw without dulling its blades and that it could not be 
painted in as attractive a manner as competing products. In short we 
did not have a salable product at the time we made the investment 
and could not develop it to a point where it was salable. Until you 
know the product that you realty propose to sell and on which you are 
staking your money, you are in a very risky business, and the kind of 
business in which the odds are stacked against you. Large going com- 
panies can expense such development and research costs with 50-cent 
dollars, whereas a new company is spending hard capital for such 
developmental costs, 

As was pointed out earlier, another difficulty in this kind of business 
is becoming locked into investments with no apparent way out. Such 
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investments may be successful in terms of developing a good, small 
profitable company, but trying to get it to a point where it is either 
large enough to be publicly marketed or sufficiently appealing to an- 
other group of investors is difficult. We have an investment in a com- 
pany that makes stabilizing agents from seaweed, a very interesting 
operation. We have been in that company for 7 years now, I guess, 
and it has made a profit every year. However, it doesn’t make enough 
of a profit to really be exciting to the public or another investor, and 
yet it will probably go on forever as a good, small profitable company. 

So much for the major pitfalls. I would just like to wind up with 
some conclusions from what I have said. 

We think that anyone starting a small-business investment com- 
pany faces a dilemma regarding the size of its capital. Such a firm 
will either be investing in situations in which the risks are relatively 
small—and I personally doubt that low-risk capital is not available 
from established sources—or in relatively high-risk situations with 
attractive growth potentials. If the risks are small, the entreprenuers 
are not going to be very excited about giving up equity through con- 
vertible debentures or a substantial amount of common stock. If 
the firm decides to go this route, it will need a very large amount of 
capital in order to cover its overhead out of the difference between the 
cost of its capital and its lending rate. For example, if it borrows 
money at 5 percent and lends it at 7 percent, let us say, a spread of 
something like 2 percent, it would have income of only $100,000 per 
year on total capital of $5 million—not adequate in our judgment to 
support a staff to make the investments or watch them. 

On the other hand, the firm can invest in companies with consider- 
able risks but with considerable growth potential. If it does this, it 
again must have sufficiently large amounts of capital to support the 
kind of staff and the kind of diversification that such risks entail. 
Anyone thinking of starting a small-business investment company 
must face realistically these economics. 

The Small Business Investment Act alone does not open the golden 
gates of opportunities for investors to make money. Rather, it sets 
the stage for encouraging more to take the risks hone in this field 
and for those seeking capital to have their day in court. We do not 
think that this type of business is suitable for the investor who may 
not be prepared to lose all of his money. 

It would appear to us that the total initial capital requirements for 
such an investment firm would be in the area of several million dollars 
rather than in the area of hundreds of thousands of dollars. Too 
much can be lost too quickly, and the cost of an adequate organization 
comes too high. [ Applause. | 

Mr. Stutts. Thank you very much. 

From the days of the medieval guild, the artisans have always been 
hesitant about imparting their hard-earned skills to apprentices, and 
that makes us joate grateful to you, Wrede, for coming up and teach- 


ing those who may be interested in becoming your competitors. 

Now, throughout the session, my very able cochairman has been 
sitting here patiently. He has been extremely helpful to me. Per- 
sonally, one of the most valuable features in the entire briefing ses- 
sion has been the opportunity to talk with Bill Elfers. He is also in 
this line of business. I wonder, Bill, if you could come up, ask the 
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questions of Mr. Petersmeyer, and also give us any sort of comments 
you may have, based on your experience’ 
This is Bill Elfers. [Applause. | 


STATEMENT OF WILLIAM ELFERS, VICE PRESIDENT, AMERICAN 
RESEARCH & DEVELOPMENT CORP., BOSTON, MASS. 


Mr. Evrers. Wrede, my asking you these questions reminds me of 
the student who was dismissed from college and wired his brother at 
home, and said, “Expelled from college, prepare father.” His brother 
wired back, “Father prepared, prepare yourself.” [Laughter.] 

I know you are prepared, and I hepe that I may add a few com- 
ments of my own. 

The first question we have is someone wishes to know does J. H. 
Whitney charge fees for companies in which it has invested ? 

Mr. PerersMeyer. We have charged some fees in recent years, but 
these are few and in very small amounts. In some instances a por- 
tion of the salaries of those of us who spend full time on and are 
officers of given companies may be carried by those companies. How- 
ever, these are not fees that are paid to J. H. W hitney & Co. for 
services. 

Mr. Exrers. I might just say here our two firms do differ just a 
bit. We have almost from the outset charged fees in a substantial 
number of our investments with the theory that these moneys could 
be used to employ staff to work on the companies. However, re- 
member, that American Research was started with approximately $3 
million of capital which necessitated producing income so that we 
would not raise substantial deficits at the outset. 

The next question, have you found the use of technical management 
consultants to be effective ? 

Mr. PerersMEYER. Yes; we have. 

Mr. Exrers. American Research has also used technical consult- 
ants. We have not, except in, I think, 1 or 2 instances, used manage- 
ment engineers, but many of the affiliates themselves have engaged 
both types of consultants. 

How do you find merited situations into which to invest? How do 
you turn them up? 

Mr. Perersmeyer. In the first place, a great many come over the 
transom—they walk in. The anality of these is, by and large, poor. 
We have actively gone out and searched for many of our investments 
that have proved to be the most successful. We have gone into the 
field and found them ourselves. 

Mr. Exrers. I was hoping to get a few types here. I think that 
has been our own experience. We have tried to develop areas of 
specific investment interest, then determine the type of properties in 
those areas, and then go out and find them. In other words, we have 
not found effective sitting in Boston, waiting for the attractive in- 
vestment to come to us. I think, probably, in our present portfolio 
there may be only 1 or 2 that just happened to come along, and 
those, if I remember correctly, are not the most attractive things 
we have gone into. 

Mr. Perersmeyer. I might add, if I may, Bill, that sometimes we 
have made an investment in a field we think would be interesting to 
us, and once in that field have developed background and experience 
that has enabled us to find and then assess, relativ ely quickly, other 
opportunities in that or related fields. 
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Mr. Exrers. Are you at liberty to tell where you keep your funds 
invested when they are not invested in growth companies ? 

Mr. Prrersmeyer. Yes. At the present time, the amount not in- 
vested in growth companies is pretty small. But I think I am safe 
in saying that what funds we have are kept on deposit in banks or 
in very liquid Government securities that we can tap at any time 
that we need to. 

Mr. Etrers. In American Research, we keep its funds in both sim- 
ilar categories, in Governments and in liquid funds. . 

“How do you get your directors into your affiliated companies?” 
I take it what he means is what is the basis of the directors going 
on the boards of your investments ? 

Mr. Perersmeyer. I, too, am not sure what the questioner means. 
When we have a substantial investment in a company, along with 
that goes the responsibility for taking on directorships, and also a 
desire on our part to be represented on the boards of those companies. 

Mr. Etrers. I think that is what he is probably asking. Your 
directorships are usually obtained at the outset, and this is an aspect 
of the general negotiation with an investment. 

Mr. Perersmeyer. As a practical matter, the companies in which 
we invest are generally eager to have us on their boards and working 
closely with them. 

Mr. Etrers. This query asks, “Do you know of any market to 
facilitate the ready marketability of Small Business Investment 
Corporation owned debentures? Our group felt that the absence of 
a market makes capital profits in convertibles rather academic.” 
Have you any comments on that ? 

Mr. Perersmeyer. Js he talking about a market for debentures that 
are not converted, do you imagine, or for the equity after conversion ? 

Mr. Etrers. Well, let’s try both. 

Mr. Perersmeyer. I do not know of a market for the debentures 
of companies of the type we are talking about. I think once they are 
converted into equities, one faces the same kind of a problem I have 
been discussing here today. I think one has to look through the 
debentures when one purchases them to what they may ultimately 
represent in the way of equity and to how one might realize on that 
equity. 

As I have indicated today, realizing on investments in small or 
new companies, even though they may be successful, is often difficult. 

Mr. Exvrers. We have not been too concerned with the marketability 
of debt securities, feeling that at the time the market had developed 
in the equity we probably would convert. Therefore, we have been 
concerned with the marketability of equities, but not necessarily of 
the debt securities, including convertible debentures. 

Mr. Perersmeyer. Yes, one wouldn't make these kinds of invest- 
ments if he were looking to the security and market for the debentures 
themselves. What one is looking for ultimately is a market for the 
equities. 

Mr, Exrers. A final question here: Do you think SBIC corpora- 
tions would be better if they could receve debentures with warrants 
rather than convertible debentures because of tax advantages? 

Mr. PerersmeyYeER. Personally, I do. 

Mr. Etrers. I do, also. There is some distant advantages in having 
those detachable warrants which allow an investor to split the invest- 
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ment into several different persons rather than having the security 
tied up in one. 

So that we have, in many instances, switched to debentures or notes 
with detachable warrants rather than convertible debentures. How- 
ever, many of the small companies may prefer and be able to negotiate 
you into convertible debentures. There are some advantages from 
their point of view on the other type security. 

Mr. Perersmeyrer. I think that the detachable warrant ‘really en- 
ables one, if the company is succesful and the debentures become solid 
debt of the company, to possibly have them taken over by an insurance 
company or some other institution. And one could still retain his 
awed interest in and be an active participant in the future growth 

the company. 

Mr. Exrers. I just might conclude here—thank you very much, 


Wrede. 

I think Mr. Petersmeyer has not only spoken for his own outstand- 
ing firm, but has, to a great extent, indicated the problems and possi- 
bilities for small business investment as other firms have experienced 
it. Perhaps a few comments will bear repetition. 

First of all, do not start too small. Minimum capital is needed to 
cover operating expenses, probable or possible earlier deficits, and to 
offer a base for diversified investment programs to reduce risk. If 
you don’t have enough capital, you will not be able to make a sufficient 
number of investments to give you an overall program which over a 
period of time can revolve 7 your fund. And this is an important ad- 
junct. 

In our opinion, American Research started too small, and we subse- 
quently increased our capital and have been fortunate in increasing 
it from an asset point of view by accumulated appreciation. So don’t 
start too small. 

Second, recognize that it will take time to develop a successful small 
business investment program. Six months may constitute a long- 
term capital gain, but it certainly does not constitute the time required 
to think and plan a program of this typa You have got to think in 
terms of years, not months. And, as suggested 1 yesterday by Mr. Lin- 
ton, you might review the performance of American Research & Devel- 
opment Corp., if I may suggest it, which was founded in 1946, which 
will substantiate that the principal growth of the company has 
occurred through the growth of its affiliates in the last few years. 

The small business investment company can grow no ‘faster than 
the sum of its individual investments. So that it will take time. 

Finally, and perhaps most important of all—and I don’t think any- 
body can stress this too much—is the quality of the management for 
a small business investment company. As Mr. Petersmeyer has 
pointed out, we have learned there 1s no substitute for full- time expe- 
rienced personnel, not only to analyze these potential investments, and 
supervise them, but also to assist the small companies. You have got 
both problems continually before you. If an investment company of 
this type is set up on an extr acurricular basis, there is real danger that 
you will be sending a boy on a man’s errand. 

On the other side of the coin, the results of a successful program 
now observed, as in the case of both J. H. Whitney and American Re- 
search, after 12 years of operation, can be made profitable and suc- 
cessful. American Research has distributed in the last 3 years to its 
stockholders approximately $3 million in the shares of affiliate stocks, 








132 BRIEFING ON THE INVESTMENT ACT 


at current market values. This amount compares with an asset value 
as of June 1958 of approximately $11,300,000. So that if you are will- 
ing to stay with one of these programs and give some thought to the 
considerations brought up by all the people who have talked here, it 
can be made successful. 

Before turning the meeting back to our chairman, on behalf of all 
of us, I wish to thank him for the wonderful way he has run this 
meeting for 2 days, and the excellent job he has done for all of us. 
| Applause. } 

Mr. Srutrs. Thank you. 

This will be very brief. First of all, let me just say that the scope 
of this briefing session was set up a long while ago by representatives 
of the AMA and the people interested in the —— It was decided 
that we would deal only with those interested in setting up the invest- 
ment companies, not from the point of view of those who wished to 
borrow from investment companies. For that reason, there has been 
obviously a neglect of the latter subject. AMA just 3 weeks ago ran a 
session on finding money which does cover the other side of the picture. 
That will be repeated in May. 

Secondly, final registration lists are now available. Please let me 
stress, again: please check your own addresses to make sure they are 
sufficient. The committees of the Senate will send you, automatically, 
a copy of the transcript as soon as we can get it back from the Govern- 
ment Printing Office. 

We have run out of copies of the SBA regulations. If those wishing 
them will give their names to the ladies outside, the SBA will be given 
the list and they will be sent. 

Finally, just one brief word, something that was not mentioned dur- 
ing the session today, my own impression, or yesterday—which may 
cover the big money that Mr. Petersmeyer and Mr. Elfers have talked 
about, which some of you may find difficulty to dig up. The banks in 
the Dallas area have announced their clearinghouse will set up an 
investment company. This was given some publicity. You may not 
be aware of it. But it is one way in which you can get over the prob- 
lem which minimal SBIC’s will probably face. 

Now, the first person who got up on this stand, it seems a week or 
so ago—it was yesterday morning at 9:30—was the very, very, very 
efficient manager of the finance division of the American Management 
Association. Although he was here only to open the meeting and will 
be up here, again, to close it, I wish to assure you that everything that 
has gone on here has come through the handiwork of Charley Bleich. 
He has been fantastically efficient. I think that this program has run 
well; it is due to him, and I would like to call him up before you once 
more. [Applause. | 

Mr. Bretcu. Thank you very much, Walter. I certainly appre- 
ciate it. 

On behalf of the AMA, we would like to thank Walter and Bill for 
the sterling job they have done, and we would also like to express our 
appreciation to each and every one of you people for your concentrated 
attention and interest, and we trust you will go away feeling it has been 
a worthwhile ang valuable expenditure of your time. 

Thank you again. 

(Whereupon, at 4:35 p. m., the conference was adjourned. ) 
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Appenpbix I 


(Text of Small Business Investment Act of 1958 and relevant tax provisions of 
Technical Amendments Act of 1958) 


TEXT OF ACT 
SMALL BUSINESS INVESTMENT ACT OF 1958 


AN ACT To make equity capital and long-term credit more readily available 
for small-business concerns, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, 


TITLE I—SHORT TITLE, STATEMENT OF POLICY, AND 
DEFINITIONS 


SHORT TITLE 


Src. 101. This Act, divided into titles and sections according to the 


following table of contents, may be cited as the “Small Business In- 
vestment Act of 1958.” 


TABLE OF CONTENTS 


Titte I—Saort Tirie, STATEMENT oF Po.icy, AND DEFINITIONS 


Sec. 101. Short title. 
Sec. 102. Statement of policy. 
See. 103. Definitions. 


Titte II—SmMA.Lu Business INVESTMENT DIVISION OF THE SMALL BUSINESS 
ADMINISTRA TION 


Sec. 201. Establishment of Smali Business Investment Division. 
Sec. 202. Provision and purposes of funds. 


Titte III—Smatt Bustness INVESTMENT COMPANIES 


Sec. 301. Organization of small business investment companies. 
Sec. 302. Capital stock and subordinated debentures. 

Sec. 303. Borrowing power. 

Sec. 304. Provision of equity capital for small-business concerns. 
Sec. 305. Long-term loans to small-business concerns. 

Sec. 306. Aggregate limitations. 

Sec. 307. Exemptions 

Sec. 308. Miscellaneous. 


Sec. 309. Approving State chartered companies for operations under this Act. 


TitLE IV—ConvERSION OF STATE CHARTERED INVESTMENT COMPANIES AND 
StaTE DEVELOPMENT COMPANIES 


TitteE V—Loans To State anp Loca DEVELOPMENT COMPANIES 
Tite VI-—CHANGES IN FEDERAL RESERVE AUTHORITY 


Sec. 601. Repeal of section 13b of the Federal Reserve Act. 
Sec. 602. Fund for management counseling. 
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Titte VII—CriminaL PENALTIES 
STATEMENT OF POLICY 


Suc. 102. It is declared to be the policy of the Congress and the pur- 
pose of this Act to improve and stimulate the national economy in 
= al and the small-business segment thereof in particular by estab- 
ishing a program to stimulate and supplement the flow of private 
equity capital and long-term loan funds which small-business con- 
cerns need for tie sound financing of their business operations and 
for their growth, expansion, and modernization, and which are not 
available in adequate supply: Provided, however, That this policy 
shall be carried out in such manner as to insure the maximum partic- 
ipation of private financing sources. 

It is the intention of the Congress that the provisions of this Act 
shall be so administered that any financial assistance provided here- 
under shall not result in a substantial increase of unemployment in 
any area of the country. 

DEFINITIONS 


Sec. 103. As used in this Act— 

(1) the term ‘Administration’? means the Small Business 
Administration ; 

(2) the term ‘“‘Administrator’’ means the Administrator of the 
Small Business Administration ; 

(3) the terms ‘‘small business investment company” and ‘“‘com. 
pany’? mean a small business investment company organized as 
provided in title III, including (except fot purposes of section 
301 and section 308 (f) a State-chartered investment company 
which has obtained the approval of the Administrator to operate 
under the provisions of this Act as provided in section 309 and 
a company converted into a small business investment company 
under section 401 of this Act; 

(4) the term ‘‘United States’? means the several States, the 
Territories of Alaska and Hawaii, the District of Columbia, and 
the Commonw ealth of Puerto! Rico: 

(5) the term ‘small-business concern” shall have the same 
heanaee as in the Small Business Act; and 

(6) the term “development companies” means enterprises in- 
corporated under State law with the authority to promote and 
assist the growth and development of small-business concerns in 
the areas covered by their operations. 


TITLE II—SMALL BUSINESS INVESTMENT DIVISION OF 
THE SMALL BUSINESS ADMINISTRATION 


ESTABLISHMENT OF SMALL BUSINESS INVESTMENT DIVISION 


Sec. 201. There is hereby established in the Small Business Admin- 
istration a division to be known as the Small Business Investment 
Division. The Division shall be headed by a Deputy Administrator 
who shall be appointed by the Administrator, and shall receive com- 
pensation at the rate provided by law for other deputy administrators 
of the Small Business Administration. The powers conferred by 
this Act upon the Administration shall be exercised by the Adminis- 
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tration through the Small Business Investment Division, and the 
powers herein conferred upon the Administrator shall be exercised 
by him through the Deputy Administrator appointed hereunder. In 
the performance of, and with respect to the functions, powers, and 
duties vested by this Act, the Administrator and the Administration 
shall (in addition to any authority otherwise vested by this Act) 
have the functions, powers, and duties set forth in the Small Business 
Act, and the provisions of sections 13 and 16 of that Act, insofar as 
applicable, are extended to apply to the functions of the Adminis- 
trator and the Administration under this Act. 


PROVISIONS AND PURPOSES OF FUNDS 


Src. 202. (a) Section 4 (c) of the Small Business Act is amended— 

(1) by striking out ‘$650,000,000” each place it appears and 
inserting in lieu thereof ‘‘$900,000,000” ; 

(2) by inserting before the period at the end of the fourth 
sentence the following: ‘‘, and in the exercise of the functions of 
the Administration under the Small Business Investment Act 
of 1958’’; and 

(3) by inserting after the seventh sentence the following new 
sentence: ‘‘Not to exceed an aggregate of $250,000,000 shall be 
outstanding at any one time for the exercise of the functions of 
the Administration under the Small Business Investment Act of 
1958.” 

(b) There are hereby authorized to be appropriated such sums 
as may be necessary and appropriate for the administrative expenses 
of the Administration under this Act. 


TITLE II—SMALL BUSINESS INVESTMENT COMPANIES 
ORGANIZATION OF SMALL BUSINESS INVESTMENT COMPANIES 


Sec. 301. (a) Small business investment companies may be formed 
for the purpose of operating under this Act by any number of per- 
sons, not less than 10, who shall subscribe to the articles of i incorpo- 
ration of any such company: Provided, That no such company shall 
be chartered by the Administration under this section in any State 
unless the Administration determines that investment companies can- 
not be chartered under the laws of such State and operate in accord- 
ance with the purpose of this Act: Promded further, That no such 
company shall be chartered by the Administration under this section 
after June 30, 1961. 

(b) The articles of incorporation of any small business investment 
company shall specify in general terms the objects for which the 
company is formed, the name assumed by such company, the area or 
areas in which its operations are to be carried on, the place where 
its principal office is to be located, and the amount and classes of its 
shares of capital stock. Such articles may contain any other provi- 
sions not inconsistent with this Act that the company may see fit to 
adopt for the regulation of its business and the conduct of its affairs. 
Such articles and any amendments thereto adopted from time to time 
shall be subject to the approval of the Administration. 

(c) The articles of incorporation and amendments thereto shall be 
forwarded to the Administration for consideration and approval or 
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disapproval. In determining whether to approve the establishment 
of such a company and its proposed articles of incorporation, the 
Administration shall give due regard, among other things, to the 
need for the financing of small-business concerns in the area in which 
the proposed company is to commence business, the general character 
of the proposed management of the company, the number of such 
companies previously organized in the United States, and the volume 
of their operations. After consideration of all relevant factors, the 
Administration may in its discretion approve the articles of incor- 
poration and issue a permit to begin business. 

(d) Upon issuance of such permit, the company shall become and 
be a body corporate, and as such, and in the name designated in its 


arti 


cles shall have power— 

(1) to adopt and use a corporate seal; 

(2) to have succession for a period of thirty years, unless ex- 
tended as provided in section 308 (f), or unless sooner dissolved 
by the act of the shareholders owning two-thirds of the stock 
or by an Act of Congress, or unless its franchise becomes forfeited 
by some violation oF let or regulation issued hereunder; 

(3) to make contracts; 

(4) to sue and be sued, complain, and defend in any court of 
law or equity; 

(5) by its board of directors, to appoint such officers and em- 
ployees as may be deemed proper, define their authority and 
duties, fix their compensation, require bonds of such of them as 
it deems advisable and fix the penalty thereof, dismiss such officers 
or employees, or any thereof, at pleasure, and appoint others to 
fill their places; 

(6) to adopt bylaws regulating the manner in which its stock 
shall be transferred, its officers and employees appointed, its 
property transferred, and the privileges granted to it by law 
exercised and enjoyed; 

(7) to establish branch offices or agencies subject to the ap- 
proval of the Administration; 

(8) to acquire, hold, operate, and dispose of any property 
(real, personal, or mixed) whenever necessary or appropriate to 
the carrying out of its lawful functions; 

(9) to act as depository or fiscal agent of the United States 
when so designated by the Secretary of the Treasury; 

(10) to operate in such area or areas as may be specified in 
its ariclee of incorporation and approved by the Administration; 
anc 

(11) to exercise the other powers set forth in this Act and 
such incidental powers as may reasonably be necessary to carry 
on the business for which the company is established. 


(e) The board of directors of each small business investment com- 


pan 
the 


y shall consist of nine members who shall be elected annually by 
10lders of the shares of stock of the company. 


CAPITAL STOCK AND SUBORDINATED DEBENTURES 


Sec. 302. (a) Each company authorized to operate under this Act 
shall have a paid-in capital and surplus equal to at least $300,000. 
In order to facilitate the formation of small business investment com- 
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panies, the Administration is hereby authorized, notwithstanding any 
other provisions of law, to pure hase the debentures of any such com- 
pany in an amount equal to not more than $150,000. Any debentures 
purchased by the Administration under this subsection shall be subor- 
dinate to any other debenture bonds, promissory notes, or other obli- 
gations which may be issued by such companies, and shall be deemed 
a part of the capital and surplus of such companies for purposes of 
this section and sections 303 (b) and 306 of this Act. 

(b) Shares of stock in small business investment companies shall 
be eligible for purchase by national banks, and shall be eligible for 
purchase by other member banks of the Federal Reserve System and 
nonmember insured banks to the extent permitted under applicable 
State law; except that in no event shall any such bank hold shares 
in small business investment companies in an amount aggregating 
more than 1 percent of its capital and surplus. 

(c) The aggregate amount of shares in any such company or com- 
panies which may be owned or controlled by any stockholder, or by 
any group or class of stockholders, may be limited by the Adminis- 
tration. 

BORROWING POWER 


Sec. 303. (a) Each small business investment company shall have 
authority to borrow money and to issue its debenture bonds, promis- 
sory notes, or other obligations under such general conditions and 
subject to such limitations and regulations as the Administration may 
prescribe. 

(b) To encourage the formation and growth of small business in- 

vestment companies, the Administration is authorized to lend funds 
to such companies through the purchase of their obligations which 
shall bear interest at such rate, and contain such other terms, as the 
Administration may fix. The total amount of obligations purchased 
and outstanding at any one time by the Administration under this 
subsection in any one company shall not exceed 50 percent of the 
paid-in capital and surplus of such company. 


PROVISIONS OF EQUITY CAPITAL FOR SMALL-BUSINESS CONCERNS 


Sec. 304. (a) It shall be a primary function of each small business 
investment company to provide a source of needed equity capital for 
small-business concerns in the manner and subject to the conditions 
described in this section. 

(b) Capital shall be provided by a company to a small-business 
concern under this section only through the purchase of debenture 
bonds (of such concern) which shall— 

(1) bear interest at such rate, and contain such other terms, 
as the company may fix with the approval of the Administration; 

(2) be callable on any interest payment date, upon three 
months’ notice, at par plus accrued interest; and 

(3) be convertible at the option of the company, or a holder 
in due course, up to and including the effective date of any call 
by the issuer, into stock of the small-business concern at the sound 
book value of such stock determined at the time of the issuance 
of the debentures. 
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(c) Before any capital is provided to a small-business concern under 
this section— 

(1) the company may require such concern to refinance any 
or all of its outstanding indebtedness so that the company is the 
only holder of any evidence of indebtedness of such concern; and 

(2) except as provided in regulations issued by the Admin- 
istration, such concern shali agree that it will not thereafter 
incur any indebtedness without first securing the approval of the 
company and giving the company the first opportunity to finance 
such indebtedness. 

(d) Whenever a company provides capital to a small-business con- 
cern under this section, such concern shall be required to become a 
stockholder-proprietor of the company by investing in the capital 
stock of the company, in an amount equal to not less than 2 percent 
nor more than 5 percent of the amount of the capital so provided, 
in accordance with regulations prescribed by the Administrator. 


LONG-TERM LOANS TO SMALL-BUSINESS CONCERNS 


Sec. 305. (a) Each company is authorized to make loans, in the 
manner and subject to the conditions described in this section, to 
incorporated and unincorporated small-business concerns in order to 
provide such concerns with funds needed for sound financing, growth, 
modernization, and expansion. 

(b) Loans made under this section may be made directly or in 
cooperation with other lending institutions through agreements to 
participate on an immediate or deferred basis. In agreements to par- 
ticipate in loans on a deferred basis under this subsection, the partici- 
pation by the company shall not be in excess of 90 per centum of the 
balance of the loan outstanding at the time of disbursement. 

(c) The maximum rate of interest for the company’s share of any 
loan made under this section shall be determined by the Adminis- 
tration. . 

(d) Any loan made under this section shall have a maturity not 
exceeding twenty years. 

(e) Any loan made under this section shall be of such sound value, 
or so secured, as reasonably to assure repayment. 

(f) Any company which has made a loan to a small-business con- 
cern under this section is authorized to extend the maturity of or 
renew such loan for additional periods, not exceeding ten years, if the 
company finds that such extension or renewal will aid in the orderly 
liquidation of such loan. 


AGGREGATE LIMITATIONS 


Sec. 306. Without the approval of the Administration, the aggre- 
gate amount of obligations and securities acquired and for which com- 
mitments may be issued by any small business investment company 
under the provisions of this Act for any single enterprise shall not 


exceed 20 percent of the combined capital and surplus of such small 
business investment company authorized by this Act. 
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EXEMPTIONS 


Sec. 307. (a) Section 3 of the Securities Act of 1933, as amended 
(15 U.S. C. 77¢), is hereby amended by inserting at the end thereof 
the following new subsection (c): 

“(c) The Commission may from time to time by its rules and regu- 
lations and subject to such terms and conditions as may be prescribed 
therein, add to the securities exempted as provided in this section any 
class of securities issued by a small business investment company 
under the Small Business Investment Act of 1958 if it finds, having 
regard to the purposes of that Act, that the enforcement of this Act 
with respect to such securities is not necessary in the public interest 
and for the protection of investors.” 

(b) Section 304 of the Trust Indenture Act of 1939 (15 U.S. C. 
77ddd) is hereby amended by adding the following subsection (e): 

“(e) The Commission may from time to time by its rules and regu- 
lations, and subject to such terms and conditions as may be prescribed 
herein, add to the securities exempted as provided in this section any 
class of securities issued by a small business investment company under 
the Small Business Investment Act of 1958 if it finds, having regard 
to the purposes of that Act, that the enforcement of this Act with 
respect to such securities is not necessary in the public interest and 
for the protection of investors.” 

(c) Section 18 of the Investment Company Act of 1940 (15 U.S. C. 
80a—18) is amended by adding at the end ae the following: 

“(k) The provisions of subparagraphs (A ) and (B) of paragraph (1) 
of subsection (a) of this section Shall not lant to investment com- 
panies operating under the Small Business Investment Act of 1958.” 


MISCELLANEOUS 


Sec. 308. (a) Wherever practicable the operations of a small busi- 
ness investment company, including the generation of business, may 
be undertaken in cooperation with banks or other financial institu- 
tions, and any servicing or initial investigation required for loans or 
acquisitions of securities by the company under the provisions of this 
Act may be handled through such banks or other financial institutions 
on a fee basis. Any small business investment company may receive 
fees for services rendered to banks or other financial institutions. 

(b) Each small business investment company may make use, 
wherever practicable, of the advisory services of the Federal Reserve 
System and of the Department of Commerce which are available for 
and useful to industrial and commercial businesses, and may provide 
consulting and advisory services on a fee basis and have on its staff 
persons competent to provide such services. Any Federal Reserve 
bank is authorized to act as a depository or fiscal agent for any com- 
pany organized under this Act. Such companies may invest funds 
not reasonably needed for their current operations in direct obliga- 
tions of, or obligations guaranteed as to principal and interest by, 
the United States. 

(c) The Administration is authorized to prescribe regulations gov- 
erning the operations of small business investment companies, and 
to carry out the provisions of this Act, in accordance with the pur 
poses of this Act. Each small business investment company shall be 
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subject to examinations made by direction of the Administration by 
examiners selected or approved by the Administration, and the cost 
of such examinations, including the compensation of the examiners, 
may in the discretion of the Administration be assessed against the 
company examined and when so assessed shall be paid by such com- 
pany. Every such company shall make such reports to the Adminis- 
tration at such times and in such form as the Administration may 
require; except that the Administration is authorized to exempt from 
making such reports any such company which is registered under the 
Investment Company Act of 1940 to the extent necessary to avoid 
duplication in reporting requirements. 

(d) Should any small business investment company violate or fail 
to comply with any of the provisions of this Act or of regulations pre- 
scribed hereunder, all of its rights, privileges, and franchises derived 
therefrom may thereby be forfeited. Before any such company shall 
be declared dissolved, or its rights, privileges, and franchises forfeited, 
any noncompliance with or violation of this Act shall be determined 
and adjudged by a court of the United States of competent jurisdic- 
tion in a suit brought for that purpose in the district, territory, or 
other place subject to the jurisdiction of the United States, in which 
the principal office of such company is located. Any such suit shall 
be brought by the United States at the instance of the Administration 
or the Attorney General. 

(e) Whenever in the judgment of the Administration any person 
has engaged or is about to engage in any acts or practices which 
constitute or will constitute a violation of any provision of this Act 
or of any regulation thereunder, the Administration may make 
application to the proper district court of the United States, or a 
United States court of any Territory or other place subject to the 
jurisdiction of the United States, for an order enjoining such acts or 
practices, or for an order enforcing compliance with such provision, 
or regulation, and such courts shall have jurisdiction of such actions 
and, upon a showing by the Administration that such person has 
engaged or is about to engage in any such acts or practices, a perma- 
nent or temporary injunction, restraining order, or other order, shall 
be granted without bond. 

(f) Any small business investment company may at any time 
within the two years next previous to the date of the expiration of 
its corporate existence, by a vote of the shareholders owning two- 
thirds of its stock, apply to the Administration for approval to extend 
the period of its corporate existence for a term of not more than 
thirty years, and upon approval of the Administration, as provided 
in section 301 hereof, such company shall have its corporate existence 
extended for such approved period unless sooner dissolved by the act 
of the shareholders owning two-thirds of its stock, or by an Act of 
Congress, or unless its franchise becomes forfeited as herein provided. 

(g) Nothing in this Act or in any other provision of law shall be 
deemed to impose any liability on the United States with respect to 
any obligations entered into, or stocks issued, or commitments made, 
by any company organized under this Act. 
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APPROVING STATE CHARTERED COMPANIES FOR OPERATIONS UNDER 
THIS ACT 


Sec. 309. Any investment company chartered under the laws of 
any State expressly for the purpose of operating under this Act may 
with the approval of the Administrator be permitted to operate under 
the provisions of this Act. Such approval shall be given with due 
regard to the factors specified in section 301 (c) with respect to or- 
ganization of small business investment companies. 


TITLE IV—CONVERSION OF STATE CHARTERED IN- 
VESTMENT COMPANIES AND STATE DEVELOPMENT 
COMPANIES 


Sec. 401. (a) Prior to July 1, 1961, any investment company or 
any State development company may, by the vote of the shareholders 
owning not less than 51 percent of the capital stock of such company, 
with the approval of the Administration, be converted into a small 
business investment company under this Act; except that nothing con- 
tained herein shall be construed to supersede the laws of any State. 

(b) In such case the articles of association and organization certifi- 
cate may be executed by a majority of the directors of the corporation, 
and the certificate shall declare that the owners of 51 percent of the 
capital stock have authorized the directors to make such certificate and 
to change or convert the corporation into a small business investment 
company. A majority of the directors, after executing the articles 
of association and the organization certificate, shall have power to 
execute all other papers and to do whatever may be required to make 
its organization perfect and complete as a small business investment 
company. The shares of any such company may continue to be for 
the same amount each as they were before the conversion, and the 
directors, regardless of number, may continue to be directors of the 
corporation until the election of the board of directors is held in 
accordance with regulations of the Administration. 

(c) When the Administration has given to such company a certifi- 
cate that the provisions of this Act have been complied with, such 
company shall have the same powers and privileges and shall be sub- 
ject to the same duties, liabilities, and regulations, in all respects, 
as are prescribed by this Act for companies originally organized as 
small business investment companies. 


TITLE V—LOANS TO STATE AND LOCAL DEVELOPMENT 
COMPANIES 


Sec. 501. (a) The Administration is authorized to make loans to 
State development companies to assist in carrying out the purposes 
of this Act. Any funds advanced under this subsection shall be in 
exchange for obligations of the development company which bear 
interest at such rate, and contain such other terms, as the Adminis- 
tration may fix, and funds may be so advanced without regard to 
the use and investment by the development company of funds secured 
by it from other sources. 

(b) The total amount of obligations purchased and outstanding 
at any one time by the Administration under this section from any 
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one State development company shall not exceed the total amount 
borrowed by it from all other sources. Funds advanced to a State 
development company under this section shall be treated on an equal 
basis with those funds borrowed by such company after the date ef 
the enactment of this Act, regardless of source, which have the highest 
priority, except when this requirement is waived by the Administrator. 

Sxc. 502. The Administration may, in addition to its authority under 
section 501, make loans for plant construction, conversion or expan- 
sion, including the acquisition of land, to State and local development 
companies, and such loans may be made or effected either directly or 
in cooperation with banks or other lending institutions through agree- 
ments to participate on an immediate or deferred basis: Provided, 
however, That the foregoing powers shall be subject to the following 
restrictions and limitations: 

(1) All loans made shall be so secured as reasonably to assure re- 
payment. In agreements to participate in loans on a deferred basis 
under this subsection, such participation by the Administration shall 
not be in excess of 90 per centum of the balance of the loan outstanding 
at the time of disbursement. 

(2) The proceeds of any such loan shall be used solely by such 
borrower to assist an identifiable small-business concern and for a 
sound business purpose approved by the Administration. 

(3) Loans made by the Administration under this section shall be 
limited to $250,000 for each such identifiable small-business concern. 

(4) Any development company assisted under this section must 
meet criteria established by the Administration, including the extent 
of participation to be required or amount of paid-in capital to be 
used in each instance as is determined to be reasonable by the Ad- 
ministration. 

(5) No loans, including extensions or renewals thereof, shall be 
made by the Administration for a period or periods exceeding ten 
years plus such additional period as is estimated may be required to 
complete construction, conversion, or expansion, but the Administra- 
tion may extend the maturity of or renew any loan made pursuant to 
this section beyond the period stated for additional periods, not to 
exceed ten years, if such extension or renewal will aid in the orderly 
liquidation of such loan. Any such loan shall bear interest at a rate 
fixed by the Administration. 

(6) No loan shall be made under this section to any local develop- 
ment company after June 30, 1961. 


TITLE VI—CHANGES IN FEDERAL RESERVE 
AUTHORITY 


REPEAL OF SECTION 13B OF THE FEDERAL RESERVE ACT 


Sec. 601. Effective one vear after the date of enactment of this 
Act, section 13b of the Federal Reserve Act (12 U. S. C. 352a) is 
hereby repealed; but such repeal shall not affect the power of any 
Federal Reserve bank to carry out, or protect its interest under, any 
agreement theretofore made or transaction entered into in carrying 
on operations under that section. 
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FUND FOR MANAGEMENT COUNSELING 


Sec. 602. (a) Within sixty days after the enactment of this Act, 

each Federal Reserve bank shall pay to the United States the agere- 
gate amount which the Secretary of the Treasury has heretofore paid 
to such bank under the provisions of section 13b of the Federal 
Reserve Act; and such payment shall constitute a full discharge of 
any obligation or liability of the Federal Reserve bank to the United 
States or to the Secretary of the Treasury arising out of subsection 
(e) of said section 13b or out of any agreement thereunder. 

(b) The amounts repaid to the United States pursuant to subsec- 
tion (a) of this section shall be covered into a special fund in the 
Treasury which shall be available for grants under section 7 (d) of 
the Small Business Act. Any remaining balance of funds set aside 
in the Treasury for payments under section 13b of the Federal Re- 
serve Act shall be covered into the Treasury as miscellaneous receipts. 

(c) Section 7 of the Small Business Act is amended by adding at 
the end thereof a new subsection as follows: 

“(d) The Administration also is empowered to make grants to 
any State government, or any agency thereof, State chartered de- 
velopment credit or finance corporations, land-grant colleges and 
universities, and colleges and schools of business, engineering, com- 
merce, or agriculture for studies, research, and counseling concerning 
the managing, financing, and operation of small -business ente rprises 
and technical and statistical information necessary thereto in order 
to carry out the purposes of section 8 (b) (1) by coordinating such 
information with existing information facilities within the State 
and by making such information available to State and local agencies. 
Only one such grant shall be made within any one State in any one 
year, and no such grant shall exceed an aggregate amount of $40,000. 
Such grants shall be made from the fund established in the Tre “asury 
by section 602 (b) of the Small Business Investment Act of 1958 


TITLE VII—CRIMINAL PENALTIES 


Sec. 701. (a) The first paragraph of section 217 of title 18, United 
States Code, is amended by inserting after “farm credit examiner,’ 
the following: “or of any small business investment company,”’ 

(b) Section 218 of such title is amended by inserting after ‘“Na- 
tional Agricultural Credit Corporations,” the following: ‘‘or an ex- 
aminer of small business investment companies,’ 

Sec. 702. (a) The first paragraph of section 221 of title 18, United 
States Code, is amended by inserting after “U nited States,” the fol- 
lowing: “or a small business investment company,’ 

(b) The second paragraph of such section 221 is amended by in- 
serting after “Congress,” the following: ‘‘or any small business in- 

vestment company, 

(c) The heading of such section 221 is amended by striking out 
“farm loan or land bank” and inserting in lieu thereof “farm loan, 
land bank, or small business”’ 

(d) The table of sections for chapter 11 of such title 18 is amended 
by striking out ‘farm loan or land bank’”’ in the reference to section 


221 and inserting in lieu thereof ‘farm loan, land bank. or small 
business”’ 
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Src. 703. Section 657 of title 18, United States Code, is amended 
by inserting after ‘Federal Savings and Loan Insurance Corpora- 
tion,”’ the following: “‘or any small business investment company,”’’. 

Src. 704. Section 1006 of title 18, United States Code, is amended 
by inserting after ‘Federal Savings and Loan Insurance Corporation,”’ 
the following: “or any small business investment company,’”’. 

Sec. 705. Section 1014 of title 18, United States Code, is amended 
by inserting after ‘‘a Federal Reserve bank,” the following: “or of 
a small business investment company,”’’. 





TEXT OF TAX PROVISIONS 
SECTION 57 OF TECHNICAL AMENDMENTS ACT OF 1958 


+ * * * * * 
SEC. 57. SMALL BUSINESS INVESTMENT COMPANIES. 

(a) Losses on Smatu Busrness INVESTMENT Company Stock AND 
Losses oF SMALL Business INvESTMENT Compantges.—Part IV of 
subchapter P of chapter 1 (relating to special rules for determining 


capital gains and losses) is amended by adding at the end thereof the 
following new sections: 


“SEC. 1242. LOSSES ON SMALL BUSINESS INVESTMENT COMPANY 
STOCK. 
7 F__. 


(1) a loss is on stock in a small business investment company 
operating under the Small Business Investment Act of 1958, and 
‘*(2) such loss would (but for this section) be a loss from the 
sale or exchange of a capital asset, 
then such loss shall be treated as a loss from the sale or exchange of 
property which is not a capital asset. For purposes of section 172 
(relating to the net operating loss deduction) any amount of loss 
treated by reason of this section as a loss from the sale or exchange of 
property which is not a capital asset shall be treated as attributable 
to a trade or business of the taxpayer. 
“SEC. 1243. LOSS OF SMALL BUSINESS INVESTMENT COMPANY 

“In the case of a small business investment company operating 
under the Small Business Investment Act of 1958, if— 

“(1) a loss is on convertible debentures (including stock re- 
ceived pursuant to the conversion privilege) acquired pursuant 
to section 304 of the Small Business Investment Act of 1958, and 

‘**(2) such loss would (but for this section) be a loss from the 
sale or exchange of a capital asset, 

then such loss shall be treated as a loss from the sale or exchange of 
property which is not a capital asset.” 

(b) Divrpenps Recervep sy Smautu Business INvestMENT Com- 
PANIES.—Section 243 (relating to dividends received by corporations) 
is amended— 

(1) by striking out in subsection (a) “In the case of a corpora- 
tion’’ and inserting in lieu thereof ‘‘In the case of a corporation 
(other than a small business investment company operating 
under the Small Business Investment Act of 1958)”; 

(2) by redesignating subsection (b) as (c), and by inserting 
after subsection (a) the following new subsection: 

‘““(b) SmaLt Business INVESTMENT CompaANrges.—lIn the case of a 
small business investment company operating under the Small Busi- 
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ness Investment Act of 1958, there shall be allowed as a deduction an 
amount equal to 100 percent of the amount received as dividends 
(other than dividends described in paragraph (1) of section 244, re- 
lating to dividends on preferred stock of a public utility) from a 
domestic corporation which is subject to taxation under this chapter.” ; 
and 
(3) by striking out in subsection (c) (as redesignated by 
paragraph (2)) “subsection (a)” and inserting in lieu thereof 
“subsections (a) and (b)’’. 
(c) TecHNICAL AMENDMENTS.— 
(1) Section 165 (h) (relating to deduction for losses) is amended 
by adding at the end thereof the following new paragraphs: 
**(3) For special rule for losses on stock in a small business invest- 


ment company, see section 1242. 
‘*(4) For special rule for losses of a small business investment 


company, see section 1243.’’ 

(2) Section 246 (b) (1) (relating to limitation on aggregate 
amount of deductions for dividends received by corporations) is 
amended by striking out “243” each place it appears therein and 
inserting in lieu thereof ‘‘243 (a)”. 

(3) The table of sections for part IV of subchapter P of chapter 
1 is amended by adding at the end thereof 


‘Sec. 1242. Losses on small business investment company stock. 
“Sec. 1243. Loss of small business investment company.” 


(d) Errective Datr.—The amendments made by this section shall 
apply with respect to taxable years beginning after the date of the 
enactment of this Act. 


EXPLANATION OF THE ACT 


ESTABLISHMENT OF SMALL BusINEss INVESTMENT DIVISION IN THE 


SBA 


The Act establishes a division of the Small Business Administration 
to be known as the Small Business Investment Division. This 
Division, to be headed by a Deputy Administrator appointed by the 
Administrator of the Small Business Administration, is to have the 
power and authority to: (a) charter, regulate, and examine small 
business investment companies, (6) lend funds to such investment 
companies, and (c) lend funds to State and local development com- 
panies. 

The Act provides that the new functions to be performed by the 
Small Business Administration shall be carried out in such manner as 
to insure the maximum participation of private financing sources and 
shall be administered so that any financial assistance shall not result 
in a substantial increase of unemployment in any area of the country 


PROVISION OF FUNDS 


The Act provides funds for the program by authorizing an additional 
$250 million of appropriations to the existing revolving fund of the 
Small Business Administration which was established by the Small 
Business Act of 1953. These additional funds, however, are to be used 
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only to carry out the purposes of the Small Business Investment Act, 
i. e., to make loans to small business investment companies, and to 
make loans to State and lccal development companies. 


SmMa.LL Business INVESTMENT COMPANIES 


Formation.—Small business investment companies formed to oper- 
ate under this Act may be chartered under State law, or by the SBA 
in States where such companies cannot be chartered under State law. 
The SBA, in determining whether to issue a permit to begin business 
or to give permission to operate under this Act in the case of a State 
chartered company, shall consider the need for small-business financing 
in the area where the proposed company is to operate, the character 
of the proposed management of the company, and the number of such 
companies already formed in the United States and the volume of 
their business. 

The primary function of these small business investment companies 
is to provide long-term loans and equity capital to small-business 
concerns. 

SBA authority to charter small business investment companies will 
terminate on June 30, 1961. Thereafter, such companies must be 
chartered under State law and may be given permission to operate 
under this Act by the SBA. By June 30, 1961, all States will have had 
an opportunity to enable the formation of small business investment 
companies to operate under this Act, and a chartering function in 
the SBA will therefore be unnecessary. Termination of this authorit 
shall have no effect upon the continuing activities of any small 
business investment companies chartered by the Small Business 
Administration. 

Capital stock requirements.—A small business investment company is 
required to have a paid-in capital and surplus of $300,000 before it 
may commence business. Stock in such companies may, subject to 
State law, be purchased by individuals, partnerships, corporations, 
insurance companies, and financial institutions, including Federal 
Reserve member banks and nonmember insured banks. No Federal 
Reserve member bank or nonmember insured bank, however, may 
hold shares in such companies in an amount aggregating more than 
1 percent of its capital and surplus. 

In order to encourage the formation of small business investment 
companies, the SBA is authorized to provide a maximum of $150,000 
to each such company formed, through the purchase of subordinated 
debentures. These debentures shall be subordinate to any other 
obligations issued by a company, and they shall be considered as part 
of such companies’ paid-in capital and surplus for purposes of the 
minimum capital required for formation of an investment company. 

Borrowing power.—Small business investment companies are 
authorized to borrow money from private sources under such condi- 
tions and subject to such limitations and regulations as prescribed by 
the SBA. Such regulations should include a maximum debt-to- 
capital ratio, taking into consideration the purposes for which the 
companies are formed and the extent to which the companies will be 
subject to regulation and examination. 

To encourage the growth of these companies, the SBA is authorized 
to lend them money on terms and at a rate of interest set by the SBA. 
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The amount the SBA may lend and have outstanding to any company 
may not exceed 50 percent of the paid-in capital and surplus of such 
company (the subordinated debentures of a company which are pur- 
chased by the SBA are, for this purpose, treated as part of the capital 
and surplus). This limitation on the amount the SBA may lend to 
an investment company is to prevent such companies from serving 
merely as intermediates in the dispersal of Government funds to 
small-business concerns. The SBA funds advanced to the small busi- 
ness investment companies are to encourage and facilitate the forma- 
tion and growth of such companies. The major portion of their funds 
are expected to come from private sources. 

Equity capital for small businesses.—Smal]l business investment 
companies are authorized to provide equity capital to small-business 
concerns through the purchase of convertible debentures which shall 
contain such terms and interest rates as the companies fix under SBA 
regulations. These debentures are to be convertible, at the option of 
the company or a holder in due course, up to and including the date 
of call, into stock of the small-business concern at the sound book 
value of such stock as determined at the time the debentures were 
issued. 

It is thought that the use of convertible debentures, which has been 
developed to a high degree in recent years by many large, publicly 
financed companies, is the most suitable financing instrument for this 
type of program. This type of debenture is attractive to speculative 
investors who want an opportunity to share in the future prosperity 
of a business beyond the fixed claim of ordinary debt. In view of 
the risk inherent in, and the admittedly experimental nature of the 
financing which this act seeks to encourage, consideration must be 
given to encouraging such speculative investors. 

Before an investment company purchases any such convertible 
debentures, it may require the small-business concern to refinance its 
outstanding indebtedness so that the investment company is the only 
holder of indebtedness of such concern. Furthermore, to protect the 
investment: company, such small-business concern may be required 
to agree not to incur further indebtedness without approval of the 
investment company. 

Whenever an investment company provides capital to a small- 
business concern through the purchase of covertible debentures, such 
concern is required to purchase stock in the investment company in 
an amount equaling from 2 to 5 percent of the amount of the capital 
provided, as established by SBA regulation. The purpose of this 
stock-purchase requirement is to build up the investment of private 
funds and, in due course, to make Federal participation unnecessary. 

Loans to small-business concerns.—Small business investment com- 
panies are authorized to make loans “of such sound value, or so se- 
cured, as reasonably to assure repayment” to small-business concerns, 
both incorporated and unincorporated. These loans may be made 
directly or in participation with other lending institutions on an im- 
mediate or deferred basis. The maximum interest rate on such loans 
is to be set by the SBA. The maximum maturity of such loans is set 
at 20 years, but an investment company may extend the maturity of a 
loan for an additional 10 years if such extension will aid in the orderly 
liquidation of a loan. 
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Without approval of the SBA, the total amount which a smail busi- 
ness investment company may lend and invest in a single small- 
business concern may not exceed 20 percent of the combined capital 
and surplus of such investment company (subordinated debentures 
purchased by the SBA under this Act are treated as part of capital 
and surplus for purposes of this limitation). 

Exemptions from securities acts —-The Securities and Exchange Com- 
mission is granted the authority to exempt securities which are issued 
by small business investment companies from the regulatory provisions 
contained in the Securities Act of 1933 and the Trust Indenture 
Act of 1939, if it finds that such exemption will not jeopardize the 
protection of investors or the public interest. 

The Act also provides that, with one exception, the Investment 
Company Act of 1940 shall apply to small business investment com- 
panies just as it does at present to other investment companies. 

The Act does, however, exempt small business investment companies 
from the limitation contained in-the Investment Company Act that 
a company’s borrowings cannot exceed one-third of the company’s 
total assets. The SBA may prescribe limitations on borrowing by 
small business investment companies. No definite debt-to-capital 
ratio is prescribed in the act because of the experimental nature of 
this program. 


CONVERSION OF StatE DEVELOPMENT COMPANIES AND STATE 
CHARTERED INVESTMENT COMPANIES 


Both State development companies and State-chartered investment 
companies, upon the vote of the shareholders owning a majority of the 
stock in such companies, may, with the approval of the SBA, be con- 
verted into small business investment companies. Upon conversion, 
such companies shall have all the rights and obligations of companies 
originally formed and chartered as small business investment 
companies. 

SBA authority to approve such conversions will terminate on June 
30, 1961. This termination provision is included to conform with the 
termination date of the SBA authority to charter small business 
investment companies. 

This conversion privilege is designed to permit companies, which 
may so desire, to take advantage of the Act’s provisions and benefits, 
e. g., investments and loans from SBA, and tax advantages. 

The Act provides that this conversion privilege shall not be con- 
strued to supersede the laws of any State. 


SBA Loans To State AND LocaL DEVELOPMENT COMPANIES 


The act recognizes that State and local development companies 
can play an important role in helpivg supply small businesses with 
long-term loans and with plant facilities. 

The Act authorizes SBA to make loans to any State development 
company io a total amount not exceeding the amount borrowed by 
the company from all other sources. It also provides for secured 
loans to both State and local development companies for site acquisi- 
tion and plant construction, where the proceeds of the loan will assist 
an identifiable small-business concern. After June 30, 1961, such 
loans may be made only to State development companies. 
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REPEAL OF SECTION 138 OF THE FEDERAL ReEsERVE AcT 


Section 13b of the Federal Reserve Act is repealed 1 year after 
enactment of this Act. Section 13b, which was enacted in 1934, 
authorized the Federal Reserve banks to provide working capital to 
businesses that were unable to obtain needed Teaneck assistance 
from the usual sources. This authority was granted under emergency 
conditions existing in the 1930’s, and it has been used very little in 
recent years. The Board of Governors of the Federal Reserve System 
has recommended repeal of this authority in the belief that it is 
inappropriate for the System to participate in the financing of business 
enterprises. 

The funds which the Federal Reserve banks have received from the 
Treasury Department under section 13b, amounting to approximately 
$27.5 million, are to be returned to the Secretary of the Treasury and 
put into a special fund to be available for grants by SBA for man- 
agement counseling, as described in detail below. 


SBA GRANTS FOR MANAGEMENT COUNSELING 


The Small Business Act is amended to authorize the SBA to make 
grants to any State government, State development corporations, 
colleges and universities, for studies, research, and counseling 
concerning the managing, ‘financing, and operation of small-business 
concerns. Only 1 such grant may be made within any 1 State per 
year, and no single grant may exceed $40,000. These grants shall 
be made from the special fund in the Treasury Department created 
in this Act and described above. 


Tax PROVISIONS AS CONTAINED IN THE TECHNICAL AMENDMENT ACT 
oF 1958 


Taxpayers investing in the stock of small business investment com- 
anies will be allowed an ordinary-loss deduction rather than a capital- 
oss deduction on losses arising from worthlessness or sale of such 
stock. Small business investment companies will also be allowed an 
ordinary-loss deduction, rather than a capital-loss deduction, on 
losses sustained on convertible debentures, including stock received 

ursuant to the conversion privilege. The loss deduction will include 
eee due to worthlessness as well as those arising from sale or 
exchange of the security. 

Such companies will also be allowed a deduction of 100 percent of 

dividends received from a taxable domestic corporation rather than 
the 85-percent deduction allowed corporate taxpayers generally. 


SECTIONAL ANALYSIS OF THE ACT 
TitLte I—Suorr Titte, STATEMENT OF Po.icy, AND DEFINITIONS 


Section 101. Short title-—Cited as Small Business Investment Act 
of 1958. 

Section 102. Statement of policy.—States congressional policy to (1) 
stimulate and supplement flow of private capital to small business, 
(2) recognize that such funds are not available in adequate supply, 
(3) insure maximum participation of private financing sources, and 
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(4) deny financial assistance which would substantially increase un- 
employment in any area of the country. 
Section 103. Definitions —(Self-explanatory.) 


Titte IJ—Smatu Business INVESTMENT Division oF SMALL 
Business ADMINISTRATION 


Section 201. Establishment of Small Business Investment Division.— 
Creates the Small Business Investment Division within the Small 
Business Administration. Division to be headed by a Deputy 
Administrator appointed by Administrator of the Small Business 
Administration. 

Section 202. Provision of funds.—Authorizes an additional $250 
million of appropriations to existing SBA revolving fund to be used 
te carry out the purposes of this Act. 


Tirte I]]—Smauu Business INVESTMENT COMPANIES 


Section 301. Organization of small business investment companies.— 
Small business investment companies may be formed by 10 or more 
persons, subject to the approval of the SBA. The SBA may not 
charter a company in any State unless such a company cannot be 
chartered under the laws of such State. Enumerated are such powers 
as are necessary to carry on the business for which a company is 
established. SBA chartering authority terminates June 30, 1961. 

Section 302. Capital stock and subordinated debentures.—A small 
business investment company must have $300,000 paid-in capital and 
surplus before it may commence business. The SBA is authorized to 
advance a maximum of $150,000 to any such company by purchas- 
ing subordinated debentures, and such subordinated debentures are 
to be considered a part of capital and surplus. Shares of stock in 
such companies may be purchased by member banks of the Federal 
Reserve System and by nonmember insured banks. A member bank 
or an insured nonmember bank may hold stock in such companies 
only in an aggregate amount of 1 percent of such bank’s capital and 
surplus. The aggregate amount of stock in such companies which 
may be held by any stockholder bee be limited by the SBA. 

Section 303. i i investment com- 
panies may borrow money and issue obligations subject to limitations 
and regulations of the SBA. The SBA is authorized to lend to such 
companies upon such terms and at such interest rates as determined 
by the SBA. The SBA may not have loans outstanding under this 
section at any one time to any one company in an amount exceeding 
50 percent of the paid-in capital and surplus of such company. 

Section 304. Provision of equity capital for small-business concerns.— 
Small baiaineal investment companies are authorized to provide equity 
capital to small-business concerns through the purchase of convertible 
debenture bonds. Such bonds shall bear interest and contain other 
such terms as the cempany may fix with the approval of the SBA. 
Before any capital is provided to a small-business concern under this 
section, the investment company may require such concern to (1) re- 
finance any or all of its outstanding debt so the investment company 
is the only holder of evidence of indebtedness of such concern, and 
(2) agree not thereafter to incur any debts without the approval of 
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the investment company. When a small-business concern obtains 
capital under this section, it is required to purchase stock in the 
investment company in an amount ranging from 2 to 5 percent of 
the funds it obtains, the amount of such stock purchase to be set by 
the SBA. 

Section 305. Long-term loans to small-business concerns.—Small- 
business investment companies are autborized to make long-term 
loans to small-business concerns. The maximum rate of interest 
on such loans is to be determined by the SBA, and maximum maturity 
is set at 20 years, with the investment company having the right to 
extend the maturity of any loan another 10 years if it deems such 
extension advisable to orderly liquidation of the loan. Such loans 
may be made directly or in cooperation with other lending institutions 
through agreements to participate on an immediate or deferred basis. 

Section 306. Aggregate limitations —Without the approval of the 
SBA, no small business investment company may have more than 
20 percent of its combined capital and surplus in loans and investments 
of a single small-business concern at one ‘tahe: 

Section 307. Exemptions.—Securities issued by small business in- 
vestment companies may be exempt by the SEC from the Securities 
Act of 1933 and the Trust Indenture Act of 1939, or issued under 
special regulations, if the SEC finds that complete application of 
these two Acts is not necessary in the public interest and for the pro- 
tection of investors. Small business investment companies are exempt 
from the equity-debt ratio requirements of the Investment Company 
Act of 1940. 

Section 308. Miscellaneous.—Contains miscellaneous provisions con- 
cerning the operations of small business investment companies and the 
regulation of them by the SBA. 

Section 309. Approving State-chartered companies for operations under 
this Act.—State-chartered companies formed expressly for the purpose 


of operating under this act may be approved for such operations by 
the SBA. 








Titte IV—ConvERSION oF STATE CHARTERED INVESTMENT 
CoMPANIES AND STaTE DEVELOPMENT COMPANIES 





Section ; estment companies and State 
development companies may, upon the vote of the majority of stock- 
holders, be converted into a small business investment company with 
the approval of the SBA. SBA conversion authority terminates June 


30, 1961. Nothing in this section shall be construed to supersede any 
State law. 


TitteE V—Loans To STaTE AND LocaL DEVELOPMENT COMPANIES 


Section 501.—The SBA is authorized to make loans to State develop- 
ment companies, with the stipulation that such funds are to be used 
by such companies to assist in carrying out the purposes of this Act. 
Such loans by the SBA are to be in exchange for obligations of the 
development companies, on such terms and at an interest rate set by 
the SBA. The SBA loans outstanding at any one time to any one 
development company under this section cannot exceed the total 
amount borrowed by the company from all other sources. 
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Section 502.—The SBA is also authorized to make secured loans to 
State and local development companies up to $250,000 each, if such 
loans are to assist an identifiable small-business concern. Loans to 
local development companies may be made only through June 30, 1961. 


Tirte VI—CuHANGEs IN FEDERAL RESERVE AUTHORITY 


Section 601. Repeal of section 136 of the Federal Reserve Act.—Section 
13b of the Federal Reserve Act (which provides that Federal Reserve 
banks may make working capital loans to business concerns) is re- 
pealed 1 year after enactment of this Act. A savings provision 
protects transactions being carried out. 

Section 602. Fund for management counseling.—Section 13b funds 
($27.5 million) are to be returned by the Federal Reserve banks to the 
Treasury, which shall create a special fund to be used by SBA in 
making grants to States, State agencies, State development companies, 
colleges and universities, for studies, research, and counseling on 
managing, financing, and operating small-business concerns. Only 
one grant can be made in any one State in any one year and no grant 
may exceed $40,000. 


Titre VIJ—CrimiInaL PENALTIES 


Sections 701-705.—Makes it a crime for an officer, director, agent, or 
employee of a small business investment company to (a) make any 
loans to an examiner of such company, (6) receive a fee, gift or com- 
mission for any transaction by the company, which is not authorized 
in this Act, (c) embezzle or willfully misapply any funds or securities 
belonging to such company, and (d) make a false entry or report or 
an unauthorized transaction. 

Makes it a crime for an examiner of a small business investment 
company to accept a loan or gratuity from such a company or from 
anyone connected with such company. Makes it a crime for anyone 
knowingly to make any false statement or report or to willfully over- 
value any property or securities for the purpose of influencing the 
action of a small business investment company. Makes it a crime 
for anyone to cause a small business investment company to charge 
or receive a fee or gift not specifically authorized by law. 
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SBA ReGuLatTiIon—TirLe 13—Business CREDIT AND ASSISTANCE 


On October 29, 1958, notice of proposed rule making regarding the regulations 
governing the establishment and operation of small business investment com- 
panies chartered or licensed by Small Business Administration to operate under 
the Small Business Investment Act of 1958 and to carry out the provisions of 
said Act, was published in the FepEeRAL Reaister (23 F. R. 8351). 
sideration of all such relevant matter as was presented by interested persons 
regarding the rules proposed, the regulations as so proposed with changes resulting 
from said consideration, are hereby adopted as set forth below. 

Due to the need for the prompt initiation and establishment of the program 
authorized under the Small Business Investment Act of 1958, the subject regu- 
lations shall become effective upon publication thereof in the FEDERAL REGISTER. 


SEc. 102. It is declared to be the policy of Congress and the purpose of this act to improve and stimulate 
the national economy in general and the small-business segment thereof in particular by establishing a pro- 
gram to stimulate and supplement the flow of private equity capital and long-term loan funds which small- 
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Apprenprix II 


TITLE 13—BUSINESS CREDIT AND ASSISTANCE 
CuaptEeR I]—Smatut Business ADMINISTRATION 


PART 107—SMALL BUSINESS INVESTMENT COMPANIES 


After con- 


Statutory provisions; statement of policy. 

Statement. 

Statutory provisions; definitions, 

Definitions. 

Statutory provisions; establishment of Small Business Investment Division. 
Information, instructions, and forms, 

Proposal. 

License Application. 

Preliminary approval of corporate instruments and proceedings, 
Prerequisites for issuance of License. 

Identification of Licensee. 

Branch offices and agencies. 


Statutory provisions; organization of small business investment companies; approving State 
chartered companies for operations under this act; conversion of investment and development 
companies. 

Charter requirements. 

Source of charter. 

Organization of a Liconsee. 

Submission of License Application involving SBA charter. 

Necessity for and nature of License. 

Fees for License and SBA charter. 

Surrender of License or SBA charter. 

Statutory provisions; capital stock and subordinated debentures. 

Initial capital and surplus of Licensee. 

Consideration for stock of Licensee. 

Disclosure and stockholder protection. 

Statutory provisions; borrowing power. 

Conditions and limitations upon borrowing power of Licensee. 

SBA operating loans to Licensees. 

Purpose and loan requirements. 

Statutory provisions; provision of equity capital for small business concerns. 

Sale and purchase of convertible debentures. 

Statutory provisions; long-term loans to small business concerns. 

Long-term loans by Licensee to small business concerns. 

Statutory provisions; aggregate limitations. 

Investment and loan limitations. 

Statutory provisions; exemptions. 

[Reserved] 

Statutory provisions; miscellaneous. 

Maintenance of unimpaired capital. 

Conditions governing disbursement of SBA funds. 

Idle operating funds. 

Examinations. 

Reports. 

Government liability. 

Activities of Licensee. 

Insurance. 

Prohibited uses. 

Enjoiner of violations. 

Forfeiture of License. 

Amendments to act and regulations. 


AUTHORITY: §§ 107.102 to 107.308-12 issued under sec. 308, Pub. Law 85-699, 72 Stat. 694. 
§ 107.102 


Statutory provisions; statement of policy. 


STATEMENT OF POLICY 


11 
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business concerns need for the sound financing of their business operations and for their growth, expansion, 
and modernization, and which are not available in adequate supply: Provided, however, That this policy shall 
be carried out in such manner as to insure the maximum participation of private financing sources. 

It is the intention of the Congress that the provisions of this act shall be so administered that any financial 
assistance provided hereunder shall not result in a substantial increase of unemployment in any area of the 
country. 


§ 107.102-1 Stalement. (a) The Small Business Investment Act of 1958 
became law August 21, 1958. 

(b) The purpose of the act is to improve and stimulate the national economy in 
general and the small business segment thereof in particular. 

(c) This purpose is to be accomplished by the establishment of a program de- 
signed to stimulate and supplement the flow of private equity capital and long- 
term loan funds necessary for the sound financing of the business operations of 
small-business concerns and for their growth, expansion and modernization. 

(d) Under the program: 

(1) SBA will select and approve (license) private corporations (chartered under 
State law or by SBA to conduct the activities described in subparagraph (2) of 
this paragraph) which shall thereupon become eligible for (i) financial assistance 
from SBA under the act, (ii) discretionary exemptions under the Securities Act of 
1933 and the Trust Indenture Act of 1939, as well as a specified exemption under 
the Investment Company Act of 1940, (iii) such further benefits and privileges as 
may ever be provided by Federal or State laws for corporations licensed by SBA 
under the act, and (iv) tax benefits specified under the Technical Amendments 
Act of 1958. The stockholders of such corporations are eligible also for tax 
benefits specified under the Technical Amendments Act of 1958. —. 

References: 
1, Securities Act of 1933, 15 U. 8. C. A. secs. 77a-77aa. 
2. Trust Indenture Act of 1939, 15 U. S. C. A. secs. 77aaa-77bbbb. 
3. Investment Company Act of 1940, 15 U.S. C. A. secs. 80a-1—80a-52. 


4. Securities and Exchange Gommission Regulations issued pursuant to the above Acts relating to small 


business investment companies. See proposed Regulations E and Form N-5, Securities Act of 1933, Re- 
leases No. 3988 and 3989. 


5. Section 57, Technical Amendments Act of 1958, Public Law 85-866. 
6. Personal Holding Company Tax Section 541, Internal Revenue Code of 1954, 26 U. S. C. A. sees. 541-547. 


7. Sections 1.541-1—1.547-7 of the Income Tax Regulations of the Treasury Department (26 CFR 1.541-1 to 
1.547-7) as amended. 


8. State incorporation laws. 
9. Bank Holding Company Act of 1956, 12 U. S. C. A. secs. 1841-1848. 
10. Regv lations of the Federal Reserve Board under Bank Holding Company Act, 12 CFR 222.1-222.108, 


and in particular, Regulation 222.107. 

(2) Private corporations will be chartered under State law or by SBA, for the 
specific purpose of providing funds to small business concerns (as defined by 
SBA) through the purchase of convertible debenture bonds of such concerns and 
through the disbursement of long-term loans to such concerns. Such corpora- 
tions will be authorized to provide consulting and advisory services to small 
business concerns on a fee basis for such services actually rendered. All of said 
activities will be subject to regulations prescribed by SBA. The corporations 
will be examined by SBA and will make reports as and when required by SBA. 

(e) In the event SBA determines that a corporation (which it determines 
should be licensed) cannot be chartered under the laws of a State within the 
area in which it proposes to conduct its operations and operate in accordance 
with the purpose of the act, SBA can charter for operation in such area; pro- 
vided that no such company can be chartered by SBA after June 30, 1961. 

(f) The program will be administered in such a manner as to insure the maxi- 
mum participation of private financing sources. 

(g) Any financial assistance provided under the act cannot result in a sub- 
stantial increase of unemployment in any area of the country. 

(h) The program will be administered by SBA through its Small Business 
Investment Division. 

(i) The provisions of section 16 of the Small Business Act are extended specifi- 
cally to the functions under the Small Business Investment Act of 1958. That 
section requires that whoever makes a statement knowing it to be false, or will- 
fully overvalues any security, for the purpose of obtaining for himself or for any 
applicant any loan, or extension thereof by renewal, deferment of action, or other- 
wise, or the acceptance, release, or substitution of security therefor, or for the 
purpose of influencing in any way the action of SBA, or for the purpose of obtain- 
ing money, property, or anything of value, shall be punished by fine or imprison- 
ment or both. 
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§ 107.103 Statutory provisions; definitions. 


DEFINITIONS 
Sec. 103. As used in this act— 


(1) The terms ‘‘Administration” means the Small Business Administration; 

(2) The term ‘‘Administrator’’ means the Administrator of the Small Business Administration; 

(3) The terms ‘‘small business investment company” and “‘company’”’ mean a small business investment 
company organized as provided in Title III, including (except for purposes of section 301 and section 308 (f)) 
a State-chartered investment company which has obtained the approval of the Administrator to operate 
under the provisions of this act as provided in section 309 and a company converted into a small business 
investment company under section 401 of ths Act; 


(4) The term “United States’’ means the several States, the Territories of Alaska and Hawaii, the Dis- 
trict of Columbia, and the Commonwealth of Puerto Rico; 


(5) The term “small-business concern” shall have the same meaning as in the Small Business Act; and 

(6) The term “development companies’? means enterprises incorporated under State law with the 
authority to promote and assist the growth and development of small-business concerns in the areas 
covered by their operations. 

§ 107.103-1 Definitions. 

Act. ‘Act’? means the Small Business Investment Act of 1958. 

Administrator. ‘‘Administrator’’ means the Administrator of SBA. 

License. ‘License’? means the grant (evidenced by a certificate issued to the 
Licensee and registered in the Washington office of SBA) by SBA to a Proposed 
Operator, in consideration of the representations and offers contained in the 
License Application, of authority to conduct its business, in the territory described 
in the License, in accordance with and subject to the provisions and purpose of the 
act and regulations of SBA prescribed thereunder; and includes the privilege of 
receiving financial assistance under the act and qualifies such Licensee and its 
stockholders for any and all other rights, privileges and benefits available to a 
Licensee and its stockholders under the provisions of the act or any other Federal 
or State laws. 

License Application. ‘License Application” means the request to SBA for a 
License, by the Proposed Operator, executed and submitted on SBA Form No. 
415, which shall incorporate by reference the Proposal as a part of said request. 

Licensee, ‘‘Licensee’”’? means a corporation which: Is enfranchised and char- 
tered under State law, or by SBA under section 301 (c) of the act, to conduct 
(in accordance with and subject to the provisions and purpose of the act and in 
accordance with and subject to regulations prescribed by SBA under the act) 
in the territory in which its operations are to be carried on, only the activities 
described under Title III of the act; has executed and submitted a License Applica- 
tion; and, has been granted a License. 

Operating territory or area. “Operating territory,’’ “area in which operations 
are to be carried on,” ‘‘areas in which Tistaaas operates,” and similar terms, 
mean the territorial area or areas in which a Licensee is authorized by the terms 
of its License to purchase convertible debenture bonds from, to make loans to, 
and to provide consulting and advisory services to any small business concern 
(regardless of the residence, domicile, place of business, or location of the property 
of such small business concern) so long as such purchase, loan or service does not 
constitute or involve doing business in any State not included in said territorial 
area or areas so as to require the Licensee to register or otherwise comply with the 
laws of such State as a foreign corporation. 

Proponents. ‘Proponents’? means individuals or other entities which execute 
and submit a Proposal, including an investment company or State development 
company requesting approval for conversion under section 401 (a) of the act. 

Proposal. ‘Proposal’? means the information and representations contained 
in SBA Form No. 414, submitted by Proponents with the request that SBA 
consider the same and issue an approval for the Proponents to proceed with all 
action (incliding the incorporation or conversion of the Proposed Operator) 
necessary to qualify the Proposed Operator for execution and submission of a 
License Application. A Proposal is in effect a preliminary License Application 
(see definition of ‘License Application’’). 

Proposed Operator. ‘‘Proposed Operator’? means the company identified and 
described in a particular Proposal and recommended therein as a prospective 
Licensee. 

SBA. “SBA” means the Small Business Administration. 

SBID. “SBID” means the Small Business Investment Division of SBA. 

Small business concern. ““‘Small business concern’’ means one which is inde- 
pendently owned and operated and not dominant in its field of operation. A 
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parent company must be considered together with all of its affiliates in determin- 
ing its eligibility as a small business concern. If a concern is a wholly-owned 
subsidiary of another concern or is under the control or the potential control of 
another concern other than a small business investment company, it shall be con- 
sidered an affiliate, and a concern may be an affiliate of another concern if both 
are owned or controlled by a third party other than a small business investment 
company. On a prima facie basis, a concern shall not be considered small if its 
stock is traded on an exchange, whether the exchange is registered with the 
Securities and Exchange Commission or is exempt. On a prima facie basis, a 
firm shall not be considered as small if its stock has an over-the-counter market. 
Private sales made without a broker-dealer as an intermediary will not be con- 
sidered sales constituting a public market. A concern shall not be considered 
small if it has at any time within the past three years sold its securities through a 
public offering, whether or not registered under the rules and requirements of 
the Federal Securities and Exchange Commission for gross proceeds in excess of 
$300,000. A concern which has no stock, such as a partnership or proprietorship, 
or @ corporation, the stock of which is not traded on an exchange or over the 
counter, shall not be considered as small if its total assets together with all of its 
affiliates amount to over $5 million, or if its total income after taxes, together 
with all of its affiliates, has averaged over $150,000 per annum during the past 
preceding three years as reported to the Internal Revenue Service. ‘A concern 
which claims that it is small, notwithstanding the foregoing provisions, may apply 
to the Small Business Administration, using SBA Form 355, for certification as a 
small business concern. Even though its stock has been sold through broker- 
dealers, a company may submit data as to the number of transactions, the number 
of shares sold and the number of shares transferred without consideration to 
support its claim that its stock does not have an over-the-counter market. Upon 
certification, a concern shall have the status of a small business concern for the 
purposes of the act and this part. 

State. “State’’ includes the several States, the Territories of Alaska and 
Hawaii, the District of Columbia, and the Commonwealth of Puerto Rico. 

§ 107.201 Statutory provisions; establishment of Small Business Investment 
Destsion. ESTABLISHMENT OF SMALL BUSINESS INVESTMENT DIVISION 


Src. 201. There is hereby established in the Small Business Administration a division to be known as 
the Smal! Business Investment Division. The Division shall be headed by a Deputy Administrator who 
shall be appointed by the Administrator, and shall receive compensation at the rate provided by law for 
other deputy administrators of the Small Business Administration. The powers conferred by this act 
upon the Administration shall be exercised by the Administration through the Small Business Investment 
Division, and the powers herein conferred upon the Administrator shall be exercised by him through the 
Deputy Administrator appointed hereunder. In the performance of, and with respect to the functions, 
powers, and duties vested by this act, the Administrator and the Administration shall (in addition to any 
authority otherwise vested by this act) have the functions, powers, and duties set forth in theSmall Busi- 
ness Act, and the provisions of sections 13 and 16 of that act, insofar as applicable, are sxtended to apply 
to the functions of the Administrator and the Administration under this act. 


§ 107.201-1 Information, instructions and forms. Detailed printed informa- 
tion, instructions and SBID Forms covering the procedure and basic require- 
ments in the grant of a License, may be obtained from SBID through the Wash- 
ington or any Regional or Field Office of SBA. 

§ 107.201-2 Proposal. (a) A Proposal shall be submitted on SBA Form No. 
414 to SBID through a Regional Office of SBA. 

(b) The Proposal shall include and disclose, without limitation— 

(1) The proposed name of the Proposed Operator; 

(2) The place where its principal office is to be located; 

(3) The locations of any branch offices or agencies proposed to be established 
within a sixty-day period after the issuance of a License; 

(4) The area or areas in which its operations are principally to be carried on 
(including the areas to be served by any branch offices or agencies) ; 

(5) The proposed source of its corporate franchise, with copies of its proposed 
articles of incorporation or other corporate authority, and its by-laws; 

(6) If necessary, a request and justification for a charter from SBA under 
section 301 (c) of the act (see paragraphs (e) and (f) of this section) ; 

(7) Justification for the establishment of the Proposed Operator as a Licensee 
in the area of areas in which its operations are principally to be carried on (in- 
cluding the areas to be served by any branch offices or agencies) ; 

(8) Proposed operating plans and policies of the Proposed Operator as a 
Licensee; 

(9) Details of the proposed capitalization of the Proposed Operator as a 
Licensee; 
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(10) Identification and background of the proposed officers and directors of 
the Proposed Operator; 

(11) A plan acceptable to SBA for the expansion of resources of the Proposed 
Operator through sale of its securities to investors, to insure the maximum par- 
ticipation of private financing sources; and 

(12) Such further matters as SBA may require by regulation or otherwise or 
which may be submitted by the Proponents as part of the Proposal. 

(c) In considering whether to issue a License to a Proposed Operator, due 
regard will be given, among other things, to the need for financing of small business 
concerns of the type intended to be assisted by the Proposed Operator, provided 
the License shall not grant to the Licensee any exclusive right in any area or 
areas set forth therein. 

(d) Counsel for the Proponents or Proposed Operator shall submit as a part 
of the Proposal his opinion that, among other things, the Proposed Operator is 
or can be chartered under State law to conduct (in the territory in which its 
operations are to be carried on) only the activities described under Title III of 
the act, in accordance with and subject to the provisions and purpose of the act 
and in accordance with and subject to regulations prescribed by SBA under the 
act. 

(e) In the event the Proponents or Proposed Operator cannot obtain a charter 
from a State as required under § 107.301—1 and operate in accordance with the 
purpose of the act, SBA, upon submission of the evidence referred to hereafter, 
will consider the grant of a charter to the Proposed Operator under the authority 
of section 301 (c) of the act; Provided, however, That no such charter shall be 
granted by SBA after June 30, 1961. 

(f) To justify such consideration or issuance by SBA of such charter, the 
Proponents or Proposed Operator shall submit to SBA: (1) The original letters, 
opinions, instruments and any other written material evidencing the inability 
or refusal of the subject State or States to grant such charter or evidencing the 
inability to operate in accordance with the purpose of the act; and (2) the legal 
brief of counsel for the Proponents or Proposed Operator, covering the legal 
bases and opinion of such counsel with respect to said matter. . 

(g) Immediately upon receipt by SBID of each Proposal, SBID shall register, 
assign an identification number thereto, and acknowledge receipt of the same. 

(h) The submission of a Proposal shall constitute an authority to SBA to 
proceed with the consideration thereof and to conduct without liability to SBA 
or anyone acting for or on behalf of SBA, any investigations and inquiries with 
respect to any or all matters, individuals or other entities referred to in the 
Proposal, as may be determined by SBA. 

(i) After consideration of a Proposal SBA shall notify the Proponents, either: 

(1) That the Proponents may proceed with all action necessary to qualify the 
Proposed Operator for execution and submission of a License Application; which 
action shall be completed and a License Application submitted by the Proposed 
Operator within 90 days from the date of aid notice from SBA, unless such period 
is extended by SBA; and SBA shall be committed by said approval to issue a 
license if the terms and conditions of the approved proposal are completed; or 

(2) That such Proposal is insufficient. 

(7) If, in the opinion of SBA, the sufficiency of such Proposal cannot be estab- 
lished through further information or action, SBA shall close the same and so 
notify the Proponents. 

(iz) If, in the opinion of SBA, the sufficiency of such Proposal may be estab- 
lished through further information or action, SBA shall simultaneously with 
such notice allot a period of time within which the Proponents may endeavor to 
establish the sufficiency of such Proposal and resubmit the same. 

(tz) A resubmitted Proposal which is again determined by SBA to be insuf- 
ficient or a rejected Proposal which is not resubmitted within any such allotted 
period, shall be closed permanently by SBA and the Proponents so notified. 

§ 107.201-3 License Application. (a) A License Application may be sub- 
mitted upon SBA Form No. 415 by the Proposed Operator only after issuance by 
SBA of the notice referred to under § 107.201—2 (i) (1) and in accordance with in- 
structions contained in such notice. Such License Application shall be submitted 
within 90 days after issuance of said notice. 

(b) SBA Form No. 415 shall contain all information and evidence required by 
SBA to qualify the Proposed Operator as a Licensee. The License Application 
shall contain the offer of the Proposed Operator to SBA to conduct in its pro- 
posed operating territory, immediately upon the grant of a License to the Pro- 
posed Operator, the activities described under Title III of the act in accordance 
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with and subject to the provisions and purpose of the act and in accordance with 
and subject to regulations prescribed by SBA under the act. 

(ec) After submission of a License Application SBA will issue a License to the 
Proposed Operator if the representations, terms and conditions of the Proposal and 
any additional matters set forth in the notification by SBA to proceed are fully 
and exactly complied with. 

§ 107.201-4 Preliminary approval of corporate instruments and proceedings. 
Unless and until SBA gives written notice to the Proponents that it does not 
object to the instruments and proceedings contemplated for use in the organiza- 
tion or qualification of the Proposed Operator as a Licensee, said Proponents 
should not take any final action to conclude any such organization and qualifica- 
tion. 

§ 107.201-5 Prerequisites for issuance of License. Prior to or simultaneously 
with the issuance of a License, each Proposed Operator shall have: 

(a) Executed and submitted a License Application. 

(b) Received a Corporate Charter or franchise under State laws or from SBA 
under section 301 (c) of the act, to operate as a Licensee. 

(c) Submitted evidence satisfactory to SBA that it has a paid-in capital and 
surplus equal to at least $300,000 in cash (exclusive of organizational expenses) on 
hand or in escrow contingent solely on the issuance of a License, as required by 
section 302 (a) of the act (including any commitment of SBA as described under 
§ 107.302-1); except that in the case of an investment or development company 
converted pursuant to subsections (a) and (b) of section 401 of the act, the net 
value, as determined by SBA, of any assets of such company consisting of de- 
benture bonds of or loans to small business concerns (not in excess of the limita- 
tions specified in section 306 of the act) which SBA determines are qualified under 
sections 304 and 305 of the act, shall satisfy such cash requirement to the extent 
of such valuation. 

§ 107.201-6 Identification of Licensee. (a) The corporate name shall be such 
as to adequately inform interested parties and the public of the purpose and 
function of said company. Such corporate name shall not include the words 
“United States’, ‘‘National”, ‘‘Federal’’, ‘Reserve’ or ‘‘Government.” The 
name shall not be so similar to that of another organization as to imply associa- 
tion with any other organization without prior approval from such organization. 

(b) Each Licensee shall display its original License in a prominent place in or 
about its principal office; and a copy thereof shall be displayed likewise in or 
about any branch office or agency. 

(c) Advertisements, annual statements, solicitations to investors or any com- 
munication made by or at the behest of a Licensee intended as a public statement 
by said Licensee shall identify that Licensee as ‘‘A Federal Licensee Under the 
Small Business Investment Act of 1958.” 

§ 107.201-7 Branch offices and agencies. A Licensee shall not establish any 
branches or agencies except with the prior approval of SBA. If the establish- 
ment of such branch or agency does not occur within 60 days of such approval, 
such approval will be withdrawn. 

§ 107.301 Statutory provisions; organization of small business investment com- 
panies; approving Siate chartered companies for operations under this act; conversion 
of investment and development companies. 


ORGANIZATION OF SMALL BUSINESS INVESTMENT COMPANIES 


Sec. 301. (a) Small business investment companies may be formed for the purpose of operating under 
this act by any number of persons, not Jess than 10, who shall subscribe to the articles of incorporation of 
any such company: Provided, That no such company shall be chartered by the Administration under this 
section in any State unless the Administration determines that investment companies cannot be chartered 
under the laws of such State and operate in accordance with the purpose of this act: Provided, further, That 
no sich company shall be chartered by the Administration under this section after June 30, 1961. 

(b) The articles of incorporation of any small business investment company shall specify in general terms 
the objects for which the company is formed, the name assumed by sch company, the area or areas in 
which its operations are to be carried on, the place where its principal office is to be located, and the amount 
and classes of its shares of capital stock. Such articles may contain any other provisions not inconsistent 
with this act that the company may see fit to adopt for the regulation of its business and the condnet of its 
affairs. Such articles and any amendments thereto adopted from time to time shall be subject to the 
approval of the Administration. 

(c) The articles of incorporation and amendments thereto shal! be forwarded to the Administration for 
consideration and approval or disapproval. In determining whether to approve the establishment of such 
@ company and its proposed articles of incorporation, the Administration shall give due regard, among 
other things, to the need for the financing of small-business concerns in the area in which the proposed 
company is to commence business, the general character of the proposed management of the company. the 
number of such companies previously organized in the United States, and the volume of their operations, 
After consideration of all relevant factors, the Administration may in its discretion approve the articles of 
incorporation and issue a permit to begin business. 





BRIEFING ON THE INVESTMENT ACT 159 


(d) Upon issuance of such permit, the company shall become and be a body corporate, and as such, and 
in the name designated in its articles shall have power— 

(1) To adopt and use a corporate seal; 

(2) To have succession for a period of thirty years, unless extended as provided in section 308 (f), or unless 
sooner dissolved by the act of the shareholders owning two-thirds of the stock or by an Act of Congress, or 
unless its franchise becomes forfeited by some violation of law or regulation issued hereunder; 

(s) To make contracts; 

(4) To sue and be sued, complain, and defend in any court of law or equity; 

(5) By its board of directors, to appoint such officers and employees as may be deemed proper, define 
their authority and duties, fix their compensation, require bonds of such of them as it deems advisable and 
fix the penalty thereof, dismiss such officers or employees, or any thereof, at pleasure, and appoint others 
to fill their places; 

(6) To adopt batame regula.ing the manner in which its stock shall be transferred, its officers and em- 
ployees appointed, its property transferred, and the privileges granted to it by law exercised and enjoyed; 

(7) To establish branch offices or agencies subject co the approval of the Administration; 

(8) To acquire, hold, operate, and dispose of any property (real, personal, or mixed) whenever necessary 
or appropriate to the carrying out of its lawful functions; 

* (9) To act as depository or fiscal agent of the United States when so designated by the Secretary of the 
‘reasury; 

(10) To operate in such area or areas as may be specified in its articles of incorporation and approved by 
the Administration; and 

(11) To exercise the other powers set forth in this Act and such incidental powers as may reasonably be 
necessary to carry on the business for which the company is established. 

(e) The board of directors of each small business investment company shall consist of nine members who 
shall be elected annually by the holders of the shares of stock of the company. 

Sec. 308. * * * (f) Any small business investment company may at any time within the two years next 
previous to the date of the expiration of its corporate existence, by a vote of the shareholders owning two- 
thirds of its stock, apply to the Administration for approval to extend the period of its corporate existence 
for a term of not more than thirty years, and upon approval of the Administration, as provided in section 
301 hereof, such company shal] have its corporate existence extended for such approved period unless sooner 
dissolved by the act of the shareholders owning two-thirds of its stock, or by an Act of Congress, or unless 
its franchise becomes forfeited as herein provided. 


APPROVING STATE CHARTERED COMPANIES FOR OPERATIONS UNDER THIS ACT 


Sec. 309. Any investment ae chartered under the laws of any State expressly for the purpose of 
operating under this act may with the approval of the Administrator be permitted to operate under the 
provisions of this act. Such approval shall be given with due regard to the factors specified in section 301 (c) 
with respect to organization of small business investment companies. 


CONVERSION OF INVESTMENT AND DEVELOPMENT COMPANIES 


Sec. 401. (a) Prior to July’1, 1961, any investment company or any State development company may, by 
the vote of the shareholders owning not less than 51 percent of the capital stock of such company, with the 
approval of the Administration, be converted into a small business investment company under this act; 
except that nothing contained herein shall be construed to supersede the laws of any State. 

(b) In such case the articles of association and organization certificate may be executed by a majority of 
the directors of the corporation, and the certificate shall declare that the owners of 51 percent of the capital 
stock have authorized the directors to make such certificate and to change or convert the corporation into 
a small business investment company. A majority of the directors, after executing the articles of association 
and the organization certificate, shall have power to execute all other papers and to do whatever may be 
required to make its organization perfect and complete as a small business investment company. The 
shares of any such company may continue to be for the same amount each as they were before the conver- 
sion, and the directors, regardless of number, may continue to be directors of the corporation until the 
election of the board of directors is held in accordance with regulations of the Administration. 

(c) When the Administration has given to such company a certificate that the provisions of this act 
have been complied with, such company shall have the same powers and privileges and shall be subject to 
the same duties, liabilities, and regulations, in all respects, as are prescribed by this act for companies orig- 
inally organized as small business investment companies. 


Y 


§ 107.301-1 Charter requirements. The charter of a Licensee shall constitute 
a grant of being or continued existence as a corporate entity, by a State or SBA, 
in the form of a permit or certificate of incorporation or amendment or otherwise, 
with the specific and sole powers and authority recited below. In the case of a 
Charter issued by a State, such powers and authority can be expressed and 
granted in any manner consistent with the laws of such State and requirements 
of the State officials charged with such responsibilities, provided that each such 
charter shall contain the following provision: 

This corporation is organized and chartered expressly for the purpose of operating under the Small Busi- 
ness Investment Act of 1958 and will operate in the manner and shall have the powers, responsibilities and 
be subject to the limitations provided by said act and the regulations issued by the Small Business Admin- 
istration thereunder. 

Said powers and authority shall be as follows: 

(a) To act under a particular name; 

(b) To issue a maximum number of shares of one or more types of its stock 
for a minimum amount of cash; 

(c) To borrow money and issue its debenture bonds, promissory notes, or other 
obligations under such general conditions and subject to such limitations and 
regulations as SBA may prescribe; 

(d) To provide capital to small-business concerns (as defined by SBA) only 
through the purchase of debenture bonds of such concerns, bearing interest and 
containing terms approved by SBA, and under the rights, options, agreements 
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and conditions recited in section 304 (b) (2) and (3), (c) and (d) of the act; with 
the right to sell or dispose of such bonds, including any stock resulting from the 
conversion thereof, in such manner and under such terms and conditions as the 
Licensee shall determine; 

(e) To make long-term loans (as defined by SBA) to small-business concerns 
(as defined by SBA) for the purposes and in the manner and subject to the con- 
ditions described in section 305 of the act; with the right to sell or dispose of 
such loans in such manner and under such terms and conditions as the Licensee 
shall determine; 

(f) To acquire and make commitments for obligations and securities of a single 
enterprise only within the limitations established by section 300 of the act, 
unless such limitations are waived by SBA; 

(g) To undertake its operations in cooperation with banks or other financial 
institutions, as contemplated under section 308 (a) of the act; 

(h) To provide consulting and advisory services to small business concerns on 
a fee basis; 

(i) To invest funds not reasonably needed for its current operations only in 
direct obligations of, or obligations guaranteed as to principal and interest by, the 
United States Government; 

(j) To conduct its operations in accordance with and subject to regulations 
prescribed by SBA; 

(k) To submit to and pay for examinations made by direction of SBA by 
examiners selected, employed or approved by SBA; 

(1) To make reports to SBA at such times and in such form as SBA may require; 

(m) To conduct its operations in a specified area or areas, without limitation, 
however, as to the residence, domicile, or place of business of parties with which 
it transacts its business or otherwise deals; 

(n) To regulate its business and conduct its affairs in a manner not inconsistent 
with the act and regulations prescribed by SBA thereunder; 

(0) To adopt and use a corporate seal; 

(p) To have succession for a period of at least thirty years, subject to dissolution 
by the shareholders owning two-thirds of the stock or by act of Congress, in the 
case of a charter issued by SBA, and subject to dissolution in accordance with 
@tate law in the case of a charter issued by a State; and subject to forfeiture of 
its License for violation of law or of regulation issued under the act, as well as 
its franchise in the case of a charter issued by SBA; 

(q) To make contracts; 

(r) To sue and be sued, complain, and defend in any court of law or equity; 

(s) By its board of directors, to appoint such officers and employees as may 
be deemed proper, define their authority and duties, fix their compensation, require 
bonds of such of them as it deems advisable and fix the penalty thereof, dismiss 
such officers or employees, or any thereof, at pleasure, and appoint others to fill 
their places; 

(t) To adopt bylaws regulating the manner in which its stock shall be trans- 
ferred, its officers and employees appointed, its property transferred, and the 
privileges granted to it by law exercised and enjoyed; 

(u) To maintain a principal office (which shall be designated in its Articles) 
and to establish branch offices or agencies within its operating territory, subject to 
the approval of SBA, provided however, that. in the case of a corporation or- 
ganized under the laws of a State, whether to obtain a grant of power and authority 
from the State to establish branch offices or agencies shall be optional with the 
incorporators; 

(v) To acquire, hold, operate, and dispose of any property (real, personal, or 
mixed) whenever necessary or appropriate to the carrying out of its lawful 
functions; 

(w) To exercise such incidental powers as may reasonably be necessary to 
carry out the business for which the corporation is established. 

§ 107.301-2 Source of charter. (a) The charter of a Licensee shall be obtained 
from the State in which the Licensee operates or if the Licensee operates in more 
than one State said charter shall be obtained from any State within the entire 
area or areas in which the Licensee operates. 

(b) A Licensee conducting operations beyond the jurisdiction of the State from 
which it receives its charter, shall obtain authority or otherwise be entitled to 
conduct its activities in such other State or States in accordance with the provi- 
sions of its charter, the act and regulations prescribed thereunder. 

(c) SBA will consider the grant of a charter to a Proposed Operator only if the 
Proponents or Proposed Operator cannot obtain a charter from a State, as afore- 
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said, as required under § 107.301—1 and operate in accordance with the purpose of 
the act. 

§ 107.301-3 Organization of a Licensee. (a) A Proposed Operator which re- 
ceives its charter from a State shall conform to the laws of such State with respect 
to the number and qualification of incorporators and directors. 

(b) A Proposed Operator which applies for a charter from SBA under section 
301 (ce) of the act, shall be formed by any number of individuals or other entities, 
not less than ten, who shall subscribe to its articles of incorporation. The board 
of directors of such corporation shall consist of nine members who shall be elected 
annually by its shareholders. 

(c) An investment or State development company which is in process of 
conversion under Title IV of the act, and which cannot obtain an amendment to 
its charter in order to qualify for a License, may, with the consent of SBA, execute 
its articles of incorporation for a charter to be issued by SBA and any other 
papers required by SBA, through a majority of the directors of such investment or 
development company; and the directors of such company, regardless of number, 
may continue to be directors of such Licensee until the first annual stockholders 
meeting, at which meeting nine directors shall be elected. Thereafter, the board 
of directors of such Licensee shall consist of nine members. 

(d) Any charter issued by SBA under section 301 (c) of the act in connection 
with the conversion of an investment or State development company under Title 
IV of the act, shall constitute the certificate referred to under section 401 (c) of 
the act; which charter shall issue only if such company cannot obtain from a 
State within its proposed operating area or areas an amended or other corporate 
franchise which would qualify such company for execution and submission of a 
License Application. 

§ 107.301-4 Submission of License Application involving SBA charter. In the 
event SBA complies with the request in a Proposal to authorize the execution and 
submission of a License Application by a Proposed Operator to be chartered by 
SBA under section 301 (c) of the act, such License Application shall be ratified 
by such Licensee immediately upon issuance of said charter and such charter 
shall be issued subject to such ratification. 

§ 107.301-5 Necessity for and nature of License. Only upon issuance by SBA 
of a License to a Proposed Operator, whether chartered by a State or SBA, shall 
such corporation be authorized to operate under the act. A License is not trans- 
ferrable in any manner. 

§ 107.301-6 Fees for License and SBA charter. (a) A License fee of $100 shall 
be paid to SBA by a Licensee, simultaneously with the issuance of its License. 

(b) In addition, a charter fee of $150 shall be paid to SBA by any Licensee 
chartered by SBA under the authority of section 301 (c) of the act, simultaneously 
with the issuance thereof. 

§ 107.301-7 Surrender of License or SBA charter. A Licensee may apply to 
SBA for surrender of its License or SBA charter. Such surrender may be author- 
ized under such conditions as may be required by SBA in connection therewith. 

§ 107.302 Statutory provisions; capital stock and subordinated debentures. 


CAPITAL STOCK AND SUBORDINATED DEBENTURES 


Src. 302. (a) Each company authorized to operate under this act shall have a paid-in capital and sur- 
plus equal to at least $300,000. In order to facilitate the formation of small business investment companies, 
the Administraton is hereby authorized, notwithstanding any other provisions of law, to purchase the 
debentures of any such company in an amount equal to not more than $150,000. Any debentures purchased 
by the Administration under this subsection shall be subordinate to any other debenture bonds, promissory 
notes, or other obligations which may be issued by such companies, and shall be deemed a part of the capital 
and surplus of such companies for purposes of this section and sections 303 (b) and 306 of this act. 

(b) Shares of stock in small business investment companies shall be eligible for purchase by national 
banks, and shall be eligible for purchase by other member banks of the Federal Reserve System and non- 
member insured banks to the extent permitted under applicable State law; except that in no event shall 
any such bank hold shares in small business investment companies in an amount aggregating more than 1 
percent of its capital and surplus. 

(c) The aggregate amount of shares in any such company or companies which _y be owned or controlled 
by any stockholder, or by any group or class of stockholders, may be limited by the Administration. 


§ 107.302-1 Initial capital and surplus of Licensee. (a) As a condition to the 
issuance of a License, the Proposed Operator shall have a paid-in capital and 
surplus, in cash, as required under § 107.201-—5 (c). 

(b) The management of a Licensee shall encourage the maximum investment 
therein of private funds. 

(c) To the extent that cash funds are not available to a Licensee from private 
sources to provide any amount of said initial minimum capital and surplus in 
excess of $150,000, SBA, upon request contained in the License Application, may 
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purchase or agree to purchase debentures of such Licensee in an amount equal to 
such deficiency but not in excess of $150,000. Any such debentures (which may 
be prepaid by Licensee without penalty) so purchased by SBA under the pro- 
visions of section 302 (a) of the act shall be subordinate to any other debenture 
bonds, promissory notes, or other obligations which may be issued by such 
Licensee as determined by SBA, and while treated and accounted for as a debt 
transaction, shall be deemed a part of the paid-in capital and surplus of such 
Licensee for the statutory purposes of sections 302 (a), 303 (b), and 306 of the 
act. 

(d) The unavailability of such cash funds from private sources shall be deemed 
to exist upon submission by the Proposed Operator of a certificate that such funds 
are not available for the subject venture. 

(e) Any such subordinated debentures of a Licensee purchased under section 
302 (a) of the act shall contain such terms and conditions, including provisions 
with respect to subordination, as shall be determined by SBA. Such debentures 
shall be purchased from only one Licensee among Licensees having substantially 
the same beneficial ownership. Interest upon the amount of such debentures 
shall be at the rate of 5 percent per annum, and amortization shall commence at 
the beginning of the second half of the term thereof. Maturities shall not exceed 
twenty years. 

(f) The agreement of SBA to purchase any such subordinated debentures of a 
Licensee to provide funds to satisfy the initial minimum capital and surplus re- 
quirements of a Licensee, under and in accordance with the provisions of section 
302 (a) of the act, shall constitute the equivalent of cash in an amount equal to 
the amount of such SBA commitment, which amount shall thereupon be deemed 
to be paid in as a part of the initial minimum capital and surplus of such Licensee 
for the statutory purposes of sections 302 (a), 303 (b) and 306 of the act. A 
commitment charge at the rate of one-twelfth of one percent of the principal 
amount of the commitment outstanding for each thirty-day period shall be paid 
to SBA by such Licensee beginning with the first day after the first thirty days 
following such commitment. Disbursement of such commitment shall be re- 
quested by the Licensee at any time prior to the end of one year but such com- 
mitment shall be reduced to the extent private equity funds are acquired for such 
purpose prior to any disbursement by SBA on account of such commitment. 

§ 107.302-2 Consideration for stock of Licensee. Shares of stock of any class 
in a Licensee shall be issued by the Licensee only in consideration for the simul- 
taneous payment of cash to the Licensee or as stock dividends; but not for serv- 
ices, property or any other non-cash consideration. 

§ 107.302-3 Disclosure and stockholder protection. The management of a Pro- 
posed Operator or Licensee shall keep current financial records in accordance with 
generally accepted accounting principles and shall make a full and complete dis- 
closure to its investors and shareholders of all matters with respect to the Proposed 
Operator or Licensee. The Licensee shall submit to its shareholders and to SBA 
an interim report containing financial statements covering the operations of the 
first six month of each fiscal year, and shall submit at the end of each fiscal year, 
a report containing financial statements for the year and an opinion thereon by 
an independent Certified Public Accountant based on a audit conducted in accord- 
ance with generally accepted auditing standards. 

§ 107.303 Statutory provisions; borrowing power. 


BORROWING POWER 


Sec. 303. (a) Each small business investment company shall have authority to borrow money and to 
issue its debenture bonds, promissory notes, or other obligations under such general conditions and subject 
to such limitations and regulations as the Administration may prescribe. 

(b) To encourage the formation and growth of small business investment companies, the Administration 
is authorized to lend funds to such companies through the purchase of their obligations which shall bear 
interest at such rate, and contain such other terms, as the Administration may fix. The total amount of 
obligations purchased and outstanding at any one time by the Administration under this subsection in any 
one company shall not exceed 50 percent of the paid-in capital and surplus of such company. 


§ 107.303-1 Conditions and limitations upon borrowing power of Licensee. 
(a) Without the prior consent of SBA, the ratio of the total amount of outstanding 
indebtedness of a Licensee to the paid-in capital and surplus (including the unpaid 
balance due SBA under any debentures acquired under section 302 (a) of the act) 
of such Licensee shall not exceed four to one. 

(b) The Proposal shall set forth in detail the policy, plans, and all other infor- 
mation with respect to prospective borrowings, if any, to be made by a Proposed 
Operator as a Licensee from any source other than SBA. 


oe 
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§ 107.303-2 SBA operating loans to Licenses. (a) To the extent that a Licensee 
is unable to borrow or otherwise secure operating funds from private sources, 
SBA may lend or agree to lend to such Licensee funds for such purpose up to a 
total amount outstanding at any one time not in excess of fifty per cent of the 
paid-in capital and surplus of such Licensee, including as a part of such capital 
and surplus any outstanding balance due SBA under subordinated debentures 
purchased by SBA under the provisions of section 302 (a) of the act. 

(b) The unavailability of such funds from private sources shall be deemed to 
exist upon submission to SBA by the Licensee of a certificate that the same are 
not available for such purpose. 

(c) Such loans may be prepaid at any time without penalty. Interest upon 
such loans shall be at the rate of five per cent per anaum and the maturities 
thereof shall not exceed twenty years: Provided however, That SBA in its discretion, 
may renew or extend the maturity thereof. In the absence of an amortization 
plan by the borrower satisfactory to SBA, said loans shall begin amortization 
during the final half of the term thereof. Any such loan or loans made by SBA 
under the authority of section 303 (b) of the act shall contain such further terms 
and conditions as shall be determined by SBA. 

§ 107.303-3 Purpose and loan requirements. The Management of a Licensee 
should plan to use loan funds available under section 303 (b) as a source of funds 
which may be obtained, repaid and obtained again as needed to protect its in- 
terest in its investments and loans until paid-in capital is available from private 
sources, thus obviating the necessity which would otherwise exist of maintaining 
substantial amounts of uninvested cash for such purposes. Loans under this sec- 
tion may be obtained by a Licensee in furtherance of its stated investment and 
loan policy. Disbursement of any such loans will be subject to the execution 
and delivery of the certificate required by § 107.308-2. 

§ 107.304 Statutory provisions; provision of equity capital for small-business 
concerns. 

PROVISION OF EQUITY CAPITAL FOR SMALL-BUSINESS CONCERNS 


Sec. 304. (a) It shall be a primary function of each small business investment company to provide a source 


of needed equity capital for small-business concerns in the manner and subject to the conditions described 
in this section. 


(b) Capital shall be provided by a company to a small-business concern under this section only through 
the purchase of debenture bonds (of such concern) which shall— 


(1) Bear interest at such rate, and contain such other terms, as the company may fix with the approval 
of the Administration; 


@) Be callable on any interest payment date, upon three months, notice, at par plus accrued interest 
anc 


(3) Be convertible at the option of the company, or a holder in due course, up to and including the effeo- 
tive date of any call by the issuer, into stock of the small-business concern at the sound book value of such 
stock determined at the time of the issuance of the debentures. 

(ec) Before any capital is provided to a small-business concern under this section— 

(1) The company may require such concern to refinance any or all of its outstanding indebtedness so 
that the company is the only holder of any evidence of indebtedness of such concern; and 

(2) Except as provided in regulations issued by the Administration, such concern shall agree that it will 
not thereafter incur any indebtedness without first securing the approval of the company and giving the 
company the first opportunity to finance such indebtedness. 

(d) Whenever a company provides capital to a small-business concern under this section, such concern 
shall be required to become a stockholder-proprietor of the company by investing in the capital stock of the 
company, in an amount equal to not less than 2 percent nor more than 5 percent of the amount of the capital 
so provided, in accordance with regulations prescribed by the Administrator. 


§ 107.304-1 Sale and purchase of convertible debentures. (a) Each Licensee 
shall constitute a source of funds for the purchase of convertible debentures to 
provide for the sound, long-term financing of the operations, growth, expansion, 
and modernization of small-business concerns. 

(b) All such convertible debentures shall have stated maturities of not less 
than 5 years and shall be callable by the issuer on any interest payment date, 
upon three months’ notice, at the face value thereof plus accrued interest there- 
on, and shall contain an option for the original holder or any holder in due course 
thereof, to convert the same into stock of the small business concern, at any time 
up to and including the effective date of any call thereof by the small business 
concern. 

(c) Said convertible debentures shall be convertible into the number of shares 
of stock of such small business concern, of an agreed type representing a total 
value equal to the face value of the convertible debentures being converted. 

(d) The value per share of said stock shall be the sound book value thereof, 
determined at the time of the issuance of said convertible debentures. Book 
value shall be determined in accordance with generally accepted accounting prin- 
ciples, and sound book value may be arrived at through consideration of all 
pertinent factors including the actual value of the assets of said small business 
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ae and the relationship of the earnings of such concern to its invested 
capital. 

_ (e) Two or more Licensees may participate in the purchase of such convertible 
debentures, provided that a single Licensee does not exceed the limitations 
imposed by § 107.306—1. 

(f) The rate of interest stated in any such convertible debentures shall not 
exceed the maximum rate, if any, applicable to such transaction under local law. 
In the event such a maximum rate does not exist, the maximum rate of interest 
which will be stated in any such convertible debentures shall be established by 
such Licensee and set forth in the Proposal for the approval of SBA. 

(g) Any Licensee may require that a small business concern agree as a condi- 
tion of purchasing convertible debentures of such concern, that such small busi- 
ness concern will not incur any additional indebtedness after such purchase and 
while the debentures remain outstanding, without securing the prior approval of 
such Licensee and giving such Licensee the first opportunity to finance such 
additional indebtedness: Provided, however, That the Licensee shall allow appro- 
priate exceptions for open account or other short-term credit. 

(h) Simultaneously with each delivery of and payment for any such convertible 
debentures (in full or partial performance of an agreement between the small 
business concern and a Licensee under which a specified amount of such bonds 
shall be issued), the small business concern shall purchase capital stock of such 
Licensee (at a price per share established by such Licensee with the conburrence 
of such concern) in an amount equal to two percent of the amount of bonds 
delivered until $50,000 is paid by such Licensee on account of the total amount 
of bonds to be delivered in performance of said arrangement, and thereafter in 
an amount equal to three percent of the amount of bonds delivered until $100,000 
is paid by such Licensee on account of said total amount of borfds to be delivered 
in performance of said arrangement, and thereafter the amount of such stock to 
be purchased shall equal five percent of the amount of bonds delivered in perform- 
ance of said arrangement: Provided, however, That a Licensee which is not indebted 
to SBA may issue such capital stock with a repurchase option, which may be exer- 
cised in not less than 30 days at the price paid per share. A Licensee shall not 
repurchase such capital stock so long as the Licensee is indebted to SBA. Small 
business concerns may, however, sell such capital stock at any time subject to the 
repurchase option, if any. 

(i) Section 304 (b) (1) of the act requires that SBA approve all terms fixed by 
the Licensee in addition to those prescribed elsewhere in this section. This 
requirement of the act will be satisfied by the inclusion in the Proposal for the 
prior approval of SBA of the standard terms, provisions and conditions, including 
the initial pricing policy, intended to be imposed by a Licensee generally in con- 
nection with the purchase of convertible debentures from small business concerns. 
However, under the free principles of the market place, a Licensee and small 
business concerns may negotiate the specific terms and conditions applicable to 
the financing of the particular small business concern without obtaining the par- 
ticipation in such negotiation or approval of SBA for each transaction, and may 
negotiate any special terms and conditions that are reasonably applicable to the 
situation without approval of SBA unless such special terms and conditions con- 
stitute a major variance from the policies of the Licensee stated in its Proposal 
and previously approved by SBA. The agreement on such special terms and 
conditions may be made conditional on approval from SBA. Requests for ap- 
proval of any such special terms and conditions will receive prompt consideration 
and decision by SBA. (See also § 107.308-7 (c).) 

§ 107.305 Statutory provisions; long-term loans to small-business concerns, 


LONG-TERM LOANS_TO SMALL-RUSINESS CONCERNS 


Sec. 305. (a) Each company is authorized to make loans, in the manner and subject to the conditions 
described in this section, to incorporated and unincorporated small-business concerns in order to provide 
such concerns with funds needed for sound financing, growth, modernization, and expansion. 

(b) Loans made under this section may be made directly or in cooperation with other lending institutions 
through agreements to participate on an immediate or deferred basis. In agreements to participate in loans 
on a deferred basis under this subsection, the participation by the company shall not be in excess of 90 
per centum of the balance of the loan outstanding at the time of disbursement. 

(c) The maximum rate of interest for the company’s share of any loan made under this section shall be 
determined by the Administration. 

(d) Any loan made under this section shall have a maturity not exceeding twenty years. 

(e) Any loan made under this section shall be of such sound value, or so secured, as reasonably to assure 
repayment. 

(f) Any company which has made a loan to a small-business concern under this section is authorized to 
extend the maturity of or renew such loan for additional periods, not exceeding ten years, if the company 
finds that such extension or renewal will aid in the orderly liquidation of such loan. 
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§ 107.305-1 Long-term loans by Licensee to small-business concerns. (a) Each 
Licensee shall constitute also a source of funds for long-term loans for the sound 
financing of the operations, expansion and modernization of small-business con- 
cerns. Such loans shall not provide any right in a Licensee to acquire any stock 
or other proprietary interest in the borrower, except through the medium of 
collateral security. 

(b) Any such loan made by a Licensee to a small-business concern shall provide 
for a maturity of not less than five years; except that loans for terms of less than 
five years may be made to a borrower which has previously received a long-term 
loan or has issued convertible debentures to such Licensee, when necessary to 
apres interests of a Licensee in such long-term loan, convertible debentures 
or stock. 

(c) Payment of all or any part of such loans may be anticipated by the borrower 
on any interest payment date. 

(d) Any such loan shall have a maturity of not exceeding twenty years; and 
such loans shall be of such sound value, or so secured, as reasonably to assure 
repayment. The Licensee may extend the maturity of or renew any such loan 
for additional periods, not exceeding ten years, if the Licensee finds that such 
extension or renewal will aid in the orderly liquidation of such loan. 

(e) The rate of interest for a Licensee’s share of any loan to a small-business 
concern shall not exceed the maximum rate, if any, applicable to such loan under 
local law. In the event such a maximum rate does not exist, the maximum rate 
of interest for the Licensee’s share thereof shall be set forth in the Proposal for the 
determination of SBA, as provided by the act. 

(f) All loans shall be based upon negotiations between Licensees and small- 
business concerns. 

§ 107.306 Statutory provisions; aggregate limitations. 


AGGREGATE LIMITATIONS 


SEc. 306. Without the approval of the Administration, the aggregate amount of obligations and securities 
acquired and for which commitments may be issued by any small business investment company under 
the provisions of this act for any single enterprise shall not exceed 20 percent of the combined capital and 
surplus of such small business investment company authorized by this act. 


§ 107.306-1 Investment and loan limitations. (a) Without the prior written 
approval of SBA, the aggregate amount of obligations and securities (including 
stock of a small-business concern acquired under the conversion privilege con- 
tained in a convertible debenture bond and based upon the agreed value thereof 
at the time of acquisition) of a particular small-business concern held by a Licensee 
(including outstanding commitments of such Licensee to such small-business 
concern) shall not exceed 20 percent of the combined capital and surplus (including 
as a part thereof the unpaid balance of any outstanding SBA loan received under 
the authority of section 302 (a) of the the act) of such Licensee. 

(b) Self-dealing to the prejudice of SBA or the Licensee’s shareholders is 
prohibited. Without the prior approval of SBA, a Licensee shall not purchase 
convertible debentures of, or make a loan to, an officer, director, or owner of 10 
or more percent of the stock of said Licensee, or any close relative of such officer, 
director, or owner, or to any company in which such officer or director or owner 
or his close relative is an officer or director or owns 10 or more percent of the stock 
or is a partner: Provided, That nothing herein contained is intended to preclude 
a-Licensee from permitting an officer, employee or representative from serving 
as. a director, officer, or in any other capacity in the management of a small business 
concern for the purpose of protecting its investment in or loan to such concern. 

(c) Without prior approval of SBA, no Licensee, nor any officer or director 
thereof shall borrow money from a small business concern or from any officer, di- 
rector or owner thereof, which has sold convertible debentures to or has borrowed 
money from said Licensee. 

§ 107.307 Statutory provisions; exemptions. 


EXEMPTIONS 


Sec. 307. (a) Section 3 of the Securities Act of 1933, as amended (15 U. S. C. 77c), is hereby amended by 
inserting at the end thereof the following new subsection (c): 

(ec) The Commission may from time to time by its rules and regulations and subject to such terms and 
conditions as may be prescribed therein, add to the securities exempted as provided in this section any class 
of securities issued by a small business investment company under the Small Business Investment Act of 
1958 if it finds, having regard to the purposes of that act, that the enforcement of this act with respect to such 
securities is not necessary in the public interest and for the protection of investors. 

(b) Section 304 of the Trust Indenture Actfof 1939 (15 U. 8. C. 77ddd) is hereby amended by adding the 
following subsection (e): 
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(e) The Commission may from time to time by its rules and regulations, and subject to such terms and 
conditions as may be prescribed herein, add/to the securities exempted as provided in this section any class 
of securities issued by a small business investment company under the Small Business Investment Act 
of 1958 if it finds, having regard to the purposes of that act, that the enforcement of this act with respect to 
such securities is not necessary in the public interest and for the protection of investors. 

(c) Section 18 of the Investment Company Act of 1940 (15 U. S. C. 80a-18) is amended by adding at the end 
thereof the following: 

(k) The provisions of subparagraphs (A) and (B) of paragraph (1) of subsection (a) of this section shall not 
apply to investment companies operating under the Small Business Investment Act of 1958. 


§ 107.307-1 [Reserved] 
§ 107.308 Statutory provisions; miscellaneous. 


MISCELLANEOUS 


Src. 308. (a) Wherever practicable the operations of a small business investment company, including the 
generation of business, may be undertaken in cooperation with banks or other financial institutions, and 
any servicing or initial investigation required for loans or acquisitions of securities by the company under 
the provisions of this act may be handled through such banks or other financial institutions on a fee basis. 
Fe small business investment company may receive fees for services rendered to banks or other financial 

titutions. 

(b) Each small business investment company may make use, wherever practicable, of the advisory 
services of the Federal Reserve System and of the Department of Commerce which are available for and 
useful to industrial and commercial businesses, and may provide consulting and advisory services on a fee 
basis and have on its staff persons competent to provide such services. Any Federal Reserve bank is 
authorized to act as a depository or fiscal agent for any company organized under this act. Such companies 
may invest funds not reasonably needed for their current operations in direct obligations of, or obligations 
guaranteed as to principal and interest by, the United States. 

(c) The Administration is authorized to prescribe regulations governing the operations of small business 
investment companies, and to carry out the provisions of this act, in accordance with the purposes of this 
act. Each small business investment company shall be subject to examinations made by direction of the 
Administration by examiners selected or approved by the Administration, and the cost of such examina- 
tions, including the compensation of the examiners, may in the discretion of the Administration be 
assessed against the company examined and when so assessed shall be paid by such company. Every 
such company shall make such reports to the Administration at such times and in such form as the 
Administration may require; except that the Administration is authorized to exempt from making such 
reports any such company which is registered under the Investment Company Act of 1940 to the extent 
necessary to avoid duplication in reporting requirements. 

(d) Should any small business investment company violate or fail to comply with any of the provisions 
of this act or of regulations co hereunder, all of its rights, privileges, and franchises derived 
therefrom may thereby be forfeited. Before any such company shall be declared dissolved, or its rights, 
privileges, and franchises forfeited, any noncompliance with or violation of this act shall be determined 
and adjudged by a court of the United States of competent jurisdiction in a suit brought for that purpose 
in the district, territory, or other place subject to the jurisdiction of the United States, in which the 
principal office of such company is located. Any such suit shall be brought by the United States at the 
instance of the Administration or the Attorney General. 

(e) Whenever in the judgment of the Administration any person has engaged or is about to engage in 
any acts or practices which constitute or will constitute a violation of any provision of this act or of any 
regulation thereunder, the Administration may make application to the proper district court of the United 
States, or a United States court of any Territory or other place subject to the jurisdiction of the United 
States, for an order enjoining such acts or practices, or for an order enforcing compliance with such 
provision, or regulation, and such courts shall have jurisdiction of such actions and, upon a showing by the 
administration that such person has engaged or is about to engage in any such acts or practices, a permanent 
or temporary injunction, restraining order, or other order, shall be granted without bond. 


. . * * « * . 

(g) Nothing in this act or in any other provision of law shall be deemed to impose any liability on the 
United States with respect to any obligations entered into, or stocks issued, or commitments made, by 
any company organized under this act. 

§ 107.308-1 Maintenance of unimpaired capital. (a) Each Licensee shall 
maintain at all times an unimpaired capital. 

(b) An impairment shall be deemed to exist when, with the assets and liabilities 
(including debentures purchased by SBA under section 302 (a) of the act) evalu- 
ated by sound accounting principles, the earned surplus deficit exceeds either the 
paid-in surplus or 50 percent of the combined capital stock and paid-in surplus. 

§ 107.308-2 Conditions governing disbursement of SBA funds. (a) Prior to 
the disbursement of any funds to a Licensee under the authority of section 302 
(a) or section 303 (b) of the act, the executive officer and at least three mem- 
bers of the board of directors of such Licensee, in their personal capacity (to 
the best of their knowledge and belief) and for and on behalf of such Licensee, 
shall execute and deliver to SBA the following written certification and state- 
ment on SBA Form No. 420 (for the purpose of obtaining the subject funds for 
such Licensee and for the purpose of inducing SBA to disburse such funds as 
contemplated under section 16 (a) of the Small Business Act, which subsection is 
applicable and extended to the functions of SBA under the act) that: 

(1) The Licensee has not violated and is not in violation of any provisions of 
the act, its charter, its License, or any regulations issued under the act. 

(2) The capital of such Licensee is not impaired. 

(3) The Licensee will employ such funds in accordance with the purposes 
and provisions of section 304 or section 305 of the act within 30 days after receipt 
thereof, subject to further extension at the discretion of SBA. 


; 
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(4) The names of any attorneys, agents, or other persons engaged by or on 
behalf of such Licensee for the purpose of representing it in preparing, filing 
or expediting the application of such Licensee for the financial assistance in- 
volved, and the fees paid or to be paid to any such persons, have been disclosed 
to SBA; and the Licensee has executed an agreement with SBA binding such 
Licensee for a period of two years after disbursement of any such funds to such 
Licensee, to refrain from employing, tendering any office or employment to, 
or retaining for professional services any person who on, the date of such disburse- 
ment, or within one year prior thereto, shall have served as an officer, attorney, 
agent, or employee of SBA occupying a position or engaging in activities which 
SBA shall have determined involve discretion with respect to the granting of 
such financial assistance. 

(5) Such funds will not be knowingly or intentionally employed by the Li- 
censee for any purpose which would cause a substantial increase of unemploy- 
ment in any area of the country. 

(b) Such certificate and statement may be qualified with such information, 
explanation, and data as the parties thereto may determine and establish as 
a part thereof; Provided, however, That upon the inclusion in any such certificate 
and statement any such qualifying material SBA may withhold disbursement 
of all or any portion of the funds involved pending consideration thereof by 
SBA, and after such consideration SBA may thereupon or subsequently cancel 
any commitment or other obligation to disburse all or any portion of the funds 
involved. If SBA shall determine, by examination or otherwise, that there is 
an impairment of capital, or that there has been a violation by the Licensee of 
any provision of paragraph (a) of this section, SBA may withhold disburse- 
ment of all or any portion of the funds involved and may thereupon or subse- 
quantly cancel and commitment or obligation to disburse all or any part of the 
funds involved. 

(c) Requests to SBA for funds under section 302 (a) or section 303 (b) of the 
act shall be submitted on SBA Form No. 416, which form in case of requests for 
financial assistance under section 302 (a) of the act shall be submitted as a part 
of the License Application. 

§ 107.308-3 Idle operating funds. A Licensee may invest funds not reason- 
ably needed for current operations, only in direct oblizations of, or obligations 
guaranteed as to principal and interest by, the United States Government. 

§ 107.308-4 Examinations. (a) Each Licensee shall be subject to examina- 
tion by SBA. 

(b) Such examinations shall cover any and all matters as determined by SBA; 
and shall be conducted by SBA or by any examiners selected by SBA. 

(ec) The cost of each examination, including the compensation of examiners, 
shall be assessed against and paid by the Licensee involved. 

(d) The time and manner of conducting any such examination shall be deter- 
mined by SBA in each case. 

(e) A Licensee will be examined and criticized by SBA examiners, among other 
matters, on the basis of the management and operating plans and policies set 
forth in the Proposal filed by it with SBA as an inducement for the issuance of 
such License. 

(f) As such examination, the SBA may accept the interim and annual reports 
required by § 107.302-3, together with such additional information as may be 
requested by SBA. 

§ 107.308-5 Reports. (a) In addition to the report to SBA required by 
§ 107.302-3, each Licensee shall submit a supplementary report at the end of 
each six months period of operation to SBA which need not be furnished to its 
shareholders. Such supplementary report shall include, in such form as may 
be requested by SBA, a review of the activities of the Licensee during the period 
involved, with a statement and evaluation of such debentures, notes or other 
assets as have been or may have been acquired during such period. 

(b) Interim reports covering such matters as SBA shall determine shall be 
submitted by a Licensee upon request or call of SBA. 

§ 107.308-6 Government liability. (a) Nothing in the act or in any regula- 
tions issued thereunder or in any other provision of law shall be deemed to impose 
any obligation or liability on the United States Government or any agency there- 
of, including SBA, with respect to any obligations entered into, or stocks issued, 
or commitments made, by any Licensee, or with respect to any other matter 
involving a Licensee. 

(b) No Licensee, in issuing or selling any security shall represent or imply in 
any manner whatsoever that such security has been guaranteed, sponsored, 
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recommended, or approved by the United States or any agency or officer thereof, 
and a statement to such effect shall be included in any solicitations to investors. 

§ 107.308-7 Activities of Licensee. (a) A Licensee shall engage in and con- 
duct only the activities set forth in and contemplated under the act and shall not 
engage in or conduct any other activities. 

(b) A Licensee shall not amend its franchise authority to permit the conduct 
of any activities other than as recited above. 

(c) A Licensee shall not change its investment policy, plans to raise additional 
capital, borrowing or other plans, previously submitted to SBA in its Proposal 
or otherwise, without the prior written consent of SBA. Any change in the 
officers, directors or owners of ten or more percent of its stock, as set forth in its 
Proposal or otherwise previously submitted to SBA, shall be reported immediately 
to SBA; and such changes shall be subject to the approval of SBA as a condition 
for the continuance of the License of such Licensee. Any conditions imposed by 
SBA in connection with the latter, shall be complied with by the Licensee. 

§ 107.308-8 Insurance. A Licensee shall maintain fidelity or such other 
types of bonds or insurance as shall be required by SBA. 

§ 107.308-9 Prohibited uses. No funds may be provided by a Licensee to a 
small business concern for: 

(a) Re-lending by the small business concern; 

(b) Purposes not contemplated by the act; 

(c) Purposes contrary to the public interest, including but not limited to 
gambling enterprises and activities, and any purpose which would encourage 
monopoly or be inconsistent with accepted standards of free competitive enter- 
prise; or 

(d) Use outside the States herein defined. 

§ 107.308-10 Enjoiner of violations. Whenever in the judgment of SBA any 
person, including a Licensee, has engaged or is about to engage in any acts or 
practices which constitute or will constitute a violation of any provisions of the 
act or of any regulation thereunder, SBA shall apply to a proper court for an 
order enjoining such act or practices or for an order enforcing compliance with 
such provision or regulation. 

§ 107.308-11 Forfeiture of License. Final determination by a court of the 
United States that a Licensee has violated or failed to comply with any of the 
provisions of the act or regulations prescribed thereunder, shall thereupon effect 
a forfeiture of the License of such Licensee, as well as the charter, if any, granted 
by SBA under section 301 (c) of the act. 

§ 107.308-12 Amendments to Act and regulations. A Licensee shall be subject 
to all existing and future provisions of the act and regulations issued thereunder. 

Dated: December 1, 1958. 

WENDELL B. BARNEs, 


Administrator. 
[F. R. Doc. 58-10011; Filed, Dec. 3, 1958; 8:46 a. m.] 





Appenpix III 


SEC RecistraTION Form ror SMALL Business INVESTMENT 
CoMPANIES 


[For immediate release Wednesday, December 17, 1958] 


SECURITIES AND ExcHANGE CoMMISSION, 


Washington, D. C. 
Securities Act of 1933. 


Release No. 4004. 
Investment Company Act of 1940. 
Release No. 2804. 


ADOPTION OF REGISTRATION ForM FoR SMALL BUSINESS 
INVESTMENT COMPANIES 


The Securities and Exchange Commission has adopted a new form, designated 
Form N-5, for the registration under the Securities Act of 1933 of securities to 
be issued by small business investment companies which are licensed under the 
Small Business Investment Act of 1958 or which have received the preliminary 
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approval of the Small Business Administration and have been notified by the 
Administration that they may submit an application for such a license. This 
form is also to be used for the registration statements of such companies filed 
pursuant to section 8 (b) of the Investment Company Act of 1940. The new 
form was adopted after consideration by the Commission of all views and com- 
ments submitted in response to the notice and invitation for comments published 
November 5, 1958, in Securities Act Release No. 3988 (Investment Company 
Act Release No. 2789). 

The new form is a combination form which enables a small business investment 
company to register under the Investment Company Act of 1940 and at the same 
time to register securities for a publie offering under the Securities Act of 1933 by 
means of a single registration statement. it a company has already registered 
under the Investment Company Act, the form may be used for subsequent regis- 
tration under the Securities Act. If a company desires to register under the 
Investment Company Act prior to registering securities under the Securities Act, 
the form may be used for this purpose also. 

The new form was adopted pursuant to the Securities Act of 1933, particularly 
sections 6, 7, 10, and 19 (a) thereof, and the Investment Company Act of 1940, 
particularly sections 8 (b), 24 (a), and 38 (a) thereof. In order to make the form 


available for immediate use, it is being made effective upon publication December 
17, 1958. 


By the Commission. 
Orvat L. DuBots, Secretary. 


Note.—Copies of Form N-5 may be obtained from any Regional or Branch 
Office of the Commission or from any Regional or Branch Office of the Small 
Business Administration. Copies may also be obtained by writing to Publica- 
tions Unit, Securities and Exchange Commission, Washington 25, D. C. 


SECURITIES AND EXCHANGE COMMISSION, WASHINGTON, D. C. 
[Form N-5] 


REGISTRATION STATEMENT OF SMALL BusINEss INVESTMENT COMPANY UNDER 
THE SECURITIES Act OF 1933 AND THE INVESTMENT CoMPANY Act oF 1940! 


(Name and address of agent for service) 


Approximate date of commencement of proposed sale of the securities to the 
public 


CALCULATION OF REGISTRATION FEE UNDER THE SECURITIES ACT OF 1933 


Title of securities being registered 
Amounti (etm T0GGIbGIOGs: 25 coo ces sinh i camcwnlaasi~ Joss ten deee dese 
Proposési‘makimitm. offering price: pet UNIk. << oo 02s cnn ch cwe cb ewcsanen 
Proposed maximum aggregate offering price 
Amount of registration fee 


GENERAL INSTRUCTIONS 


A. Rule as to Use of Form N-5 


Form N-5 is to be used for registration under the Securities Act of 1933 of 
securities issued by any small business investment company which is registered 
under the Investment Company Act of 1940 and for the registration statement 
of such company pursuant to section 8 (b) of the Investment Company Act of 
1940. The initial registration statement of a company on this form will be 
deemed to be filed under both the Securities Act of 1933 and the Investment 
Company Act of 1940, unless it is indicated that the filing is made only for the 
purpose of one of such acts. As used in this paragraph, the term ‘“‘small business 
investment company’? means any company which is licensed as a small business 


1 If the registration statement is to be filed under only one of the acts, reference to the other act should be 
omitted from the facing sheet of the registration statement. Ifthe registration stateinent is to be filed only 
under the Investment Company Act of 1940, the “approximate date of commencement of pro sale of 
the securities to the public” and the table showing the calculation of the registration fee under the Securities 
Act of 1933, should be omitted 


33659—59———12 
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investment company under the Small Business Investment Act of 1958 or which 
has received the preliminary approvel of the Small Business Administration and 
has been notified by the Administration that it may submit a license application. 


B. Registration Fee 


Section 6 (b) of the Securities Act of 1933 requires that at the time of filing 
a registration statement under that act, there shell be paid to the Commission 
a fee of 1/100 of 1 percent of the maximum aggregate price at which the securities 
to be registered sre proposed to be offered. The minimum fee payable is $25. 
Rule 457 prescribes the manner in which the fee is to be computed in various 
cases. No fee is required to be paid in connection with registration under the 
Investment Company Act of 1940. 


C. Application of General Rules and Regulations 


If the registration statement is to be filed under both acts or only under the 
Securities Act of 1933, the Generel Rules and Regulations under the latter act, 
particularly those comprising Regulation C, shall epply and compliance there- 
with will be deemed compliance with the corresponding rules pertaining to regis- 
tration under the Investment Company Act of 1940. However, if the registra- 
tion statement is to be filed only under the Investment Company Act of 1940, 
the General Rules end Regulations under that act, particularly those comprising 
Regulation 8B, shall apply. 


D. Documents Comprising Registration Statement 


(a) A registration statement which is to be filed under both the Securities Act 
of 1933 end the Investment Compsny Act of 1940 shall consist of the facing 
sheet of the form, Part I, Part II (the prospectus), Part III, the required sig- 
natures, consents of experts and exhibits and any other information, undertaking, 
or document which is required or which the registrant may file as a part of the 
registration statement, 

(b) A registration statement which is to be filed only under the Securities Act 
of 1933 shall contain the information and documents specified in paragraph (a), 
but may omit Part I except insofar as the information called for by Part I is 
required to be included in the prospectus required by Part IT. 

(c) If the registration statement is to be filed only under the Investment Com- 
pany Act of 1940, it shall consist of the facing sheet of the form, Part I, Item 35 
of Part ITI, and all of the exhibits called for by the exhibit instructions, except 
those called for by Instructions 10 and 11. All other information and documents 
specified in paragraph (a) may be omitted from a registration statement filed 
only under the Investment Company Act of 1940. 


E. Preparation of Part I 


Part I of the registration statement shall contain the numbers and captions of 
the items in Part I of the form, but the text of the items may be omitted pro- 
vided the answers are so prepared as to indicate to the reader the coverage of the 
items without the necessity of referring to the text of the items or the instructions 
thereto. To the extent that the information required by any item, other than 
Items 2 and 8 of Part I, is disclosed in the prospectus required as Part II, refer- 
ence mav be made to the specific page or caption of the prospectus which contains 
such information in lieu of furnishing such information in Part I. 


F. Preparation of Part IT (Prospectus) 


(a) The purpose of the prospectus is to inform investors. Hence, the informa- 
tion set forth in the prospectus should be presented in clear, concise, understand- 
able fashion. Avoid unnecessary and irrelevant details, repetition, or the use of 
unnecessary technical language. The prospectus shall contain the information 
called for by all of the items of Part II of the form, except that no reference need 
be made to inapplicable items, and negative answers to any item may be omitted. 

(b) Unless clearly indicated otherwise, information set forth in any part of the 
prospectus need not be duplicated elsewhere in the prospectus. Where it is 
deemed necessary or desirable to call attention to such information in more than 
one part of the prospectus, this may be accomplished by appropriate cross-reference. 
In lieu of restating information’in the form of notes to the financial statements, 
references should be made to other parts of the prospectus where such information 
is set forth. 
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G. Preparation of Part III 


Part III of the registration statement shall be prepared in the same manner as 
Part I. If the information required by any item of Part III is completely dis- 
closed in the prospectus, reference may be made to the specific page or caption of 


the prospectus which contains such information in lieu of furnishing such infor- 
mation in Part III. 


PART I, INFORMATION REQUIRED IN REGISTRATION STATEMENT UNDER THE 
INVESTMENT COMPANY ACT OF 10 


Iiem 1. Organization and Business 


(a) Give the date of incorporation of the registrant and the name of the State 
or other authority under which it was incorporated. 

(b) State whether the registrant proposes to operate as a diversified or non- 
diversified closed-end investment company. 

Instruction: The registrant may reserve freedom of action to change from 
a nondiversified to a diversified investment company. 

(c) Describe the business done and intended to be done by the registrant, in- 
cluding the type or types of businesses to which loans are to be made, the kind of 
loans to be made to such businesses and whether the registrant intends to perform 
advisory services for other businesses. 


Item 2. Fundamental Policies of the Registrant 


Describe the policy or proposed policy of the registrant with respect to each of 
the following types of activities, and outline the extent, if any, to which the regis- 
trant has engaged in such activities during its lest 3 fiscal years. 

(a) The issuance of senior securities including the issuance of subordinated 
debentures to the Small Business Administration. 

(b) The borrowing of money. 

(c) The underwriting of securities of other issuers. 

(d) The concentration of investments in particular industries. 

(e) The purchase and sale of real estate. 

(f) The purchese and sale of commodities or commodity contracts. 

(g) The making of loans to other persons. 

(h) Any other policy which the registrant deems a matter of fundamental 
olicy and elects to treat as such pursuant to sections 8 (b) (2) and 13 (a) (3) of the 
nvestment Company Act. 

Instruction 1. The registrant may reserve freedom of action with respect 
to any of the foregoing activities, but in such cases shall express definitively, 
in terms of a rersonable percentage of assets to be devoted to the particular 
activity, the percentage ratio of indebtedness to capital stock, or otherwise, 
the maximum extent to which the registrant intends to engage therein. See 
Releese No. 167 under the Investment Company Act. 

2. For the purposes of (g) the purchase of a portion of an issue of publicly 
distributed bonds, debentures, or other securities, whether or not the pur- 
chase was made upon the original issuance of the securities, is not to be 
considered the making of a loan by the registrant. 


Item 8. Policies with respect to security investments 


Describe the investment policy of the registrant with respect to each of the 
following matters which is not described as a fundamental policy of the registrant 
under Item 2, indicating which of such investment policies may not be changed 
without stockholder action: 

(a) The type of securities (for example, bonds, convertible debentures, pre- 
ferred stocks, common stocks) in which it may invest, indicating the proportion 
of the assets which may be invested in each such type of security. 

_ (b) The percentage of assets which it may invest in the securities of any one 
issuer. 

(c) The percentage of voting securities of any one issuer which it may acquire. 

(d) Investments in companies for the purpose of exercising control or manage- 
ment. 

(e) Investment in securities of other investment companies. 

(f) The policy with respect to portfolio turnover, including the resale or con- 
version of portfolio securities. 

(g) Any other investment policy not specified above or in Item 2, which is set 
forth in the registrant’s charter, bylaws, or prospectus. 
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Item 4. Ownership of voting and convertible securities of other issuers 

Furnish the following information, in the tabular form indicated, as of a specified 
date within 90 days prior to the date of filing the registration statement: 

(a) If the registrant owns, controls, or holds with power to vote, 5 percent or 
more of the voting securities of any company, furnish the information required 
by the following table as to each such company: 


Name and address of company- - 
Nature of its principal EO ALE IOI LE EAL LION 

Title of securities owned, controlle d or held by registrant 
Percentage of class ow ned, controlled or held by registrant 


(b) If the registrant owns securities of any company which are convertible 
into voting securities of sich company and if upon the conversion of all of such 
securities owned by the registrant it would own 5 percent or more of the voting 


securities of such company, furnish the information required by the following table 
as to each such company: 


Name and address of company__-_---------- 
Nature of its principal business__-_--- -- ~~ 
Title of securities owned, controlled or held by registrant 
Percentage of voting securities now owned__-_---_--------------.- 
Percentage of voting securities owned upon conversion 


Item 5. Special Tax Provisions Applicable to Registrant 
Describe briefly any special tax provision of State or Federal income tax laws 
applicable to the registrant as a small business investment company. 


Item 6. Pending Legal Proceedings 


Briefly describe any material pending legal proceedings, other than ordinary 
routine litigation incidental to the business, to which the registrant or any of its 
subsidiaries is a party. Include the name of the court in which the proceedings 
are pending, the date instituted, and the principal parties thereto. Include similar 
information as to any such proceedings known to be contemplated by governmental 
authorities, 


Item 7. Summary of Earnings. 


Furnish in comparative columnar form a summary of earnings for the registrant 
for each of the last 5 fiscal years of the registrant (or for the life of the registrant 
and its immediate predecessors, if less) and for any period between the end of the 
latest of such fiscal years and the date of the latest balance sheet furnished, and 
for the corresponding period of the preceding fiscal year. In connection with 
such summary, whenever necessary, reflect information or explanation of material 
significance to investors in appraising the results shown, or refer to such informa- 
tion or explanation set forth elsewhere in the prospectus. 

Instruction 1. Include comparable data for any additional fiscal years 
necessary to keep the summary from being misleading. Subject to appro- 
priate variation to conform to the nature of the business or the purpose of 
the offering, the following items shall be included: net sales or operating 
revenues; cost of goods sold or operating expenses (or gross profit); interest 
.charges; income taxes, net income; special items; and net income and special 
items. The summary shall reflect the retroactive adjustment of any mate- 
rial item affecting the comparability of the results. See Item 22 (b). 

2. If common stock is being registered, the summary shall be prepared 
to present earnings applicable to common stock. Per-share earnings and 
dividends declared for each period of the summary shall also be included 
unless in appropriate. 

3. In connection with any unaudited summary for an interim period or 
periods between the end of the last fiscal year and the balance sheet date, 
and any comparable unaudited perior period, a statement shall be made 
that all adjustments necessary to a fair statement of the results for such 
interim period or periods, have been included. In addition, there shall be 
furnished in such cases, as supplemental information but not as a part of the 
registration statement, a letter describing in detail the nature and amount 
of any adjustments, other than normal recurring accruals, entering into the 
determination of the results shown. 

4. If long-term debt or preferred stock is being registered, there shall be 
shown the annual interest requirements on such long-term debt or the annual 
dividend requirements on such preferred stock. To the extent that an issue 
represents refunding or refinancing, only the additional annual interest or 
dividend requirements shall be stated. 
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Item 8. Persons in Control Relationship with Registrant 


Furnish a: list. or diagram of all persons directly or indirectly controlling, con- 
trolled by or under common control with the registrant and as to each such per- 
son indicate (1) if a company, the State or other sovereign power under the laws 
of which it was organized, and (2) the percentage of voting securities owned or 
other basis of control by the person, if any, immediately controlling it. 

Instruction 1. The list or diagram shall include the registrant and shall be 
so prepared as to show clearly the relationship of each company named to the 
registrant and to the other companies named. If any company is controlled 
by means of the direct ownership of its securities by two or more persons, so 
indicate by appropriate cross reference. 

2. The names of particular subsidiaries may be omitted if the unnamed 


subsidiaries considered in the aggregate as a single subsidiary would not con- 
stitute a significant subsidiary. 


Item 9. Persons Owning Equity Securities of Registrant 


Furnish the following information as to all equity securities of the registrant 
owned. by the following persons as of a specified date within 90 days prior to the 
date of filing: 

(a) Each person who directly or indirectly owns, controls, or holds with power 
to vote, 5 percent or more of the outstanding voting securities of the registrant. 

(b) Each person who owns of record or is known by the registrant to own bene- 
ficially more than 10 percent of any other class of equity securities of the reg- 
istrant. 


(c) All officers, directors, and members of the advisory board of the registrant 
as & group, without naming them. 
(1) Name and address 
(3 Tile CE eee oh ke a lee dae i kd el Ae eee ae. 
(3) Type of ownership 
(4) Amount owned 
(5) Percent of class 


Instruction 1. Indicate in the third column whether the securities are 
owned both of record and beneficially, of record only, or beneficially only, and 
show separately in the fourth and fifth columns the respective amounts 
and percentages owned in each such manner. 

2. The percentages are to be calculated on the basis of the amount of 
outstanding securities of the class. In any case where the amount owned 
by all officers, directors, and members of the advisory board as a group is less 
than 1 percent of the class, a statement to that effect will suffice as an answer 
to paragraph (c). 

Item 10. Number of Holders of Equity Securities 


State, in substantially the tabular form indicated, as of a specified date within 90 
days prior to the date of filing, the approximate number of holders of record of 
each class of equity securities of the registrant. 


(1) Title of class 


(2) Number of holders 


Item 11. Directors and Executive Officers 


Furnish the information required by the following table as to all directors and 
executive officers of the registrant. 


TWOTEiG Ee A on es eo ee ee Le a ee ae 


Positions and ofiees with remmirant)... 0.2 5 cool 2a eee 
Principal occupations during past five years 


Instruction: For the purposes of this item, the term ‘executive officer”’ 
means the president, vice president, secretary and treasurer, and any other 
officer who performs policymaking functions for the registrant. 


Item 12. Members of Advisory Board of Registrant 


If the registrant has an advisory board, furnish the information specified in the 
following table as to each member of such board. 


(1) Name and aGGreet . ..... .onnonncecnscnccane caste ee bs keerkens= deel a 
(2) Positions and offices held with other affiliated persons ___..........------.- 


Instruction: List under Column (2) the name of each affiliated person of 
the registrant with which any member of the advisory board is connected in 
any capacity and show all positions and offices held with such person. 
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Item 13. Remuneration of Directors, Officers, and Members of Advisory Board 


(a) Furnish the information required by the following table as to all remunera- 
tion paid by the registrant and its subsidiaries during the registrant’s last fiscal 
year to the following persons for services in all capacities: 

(1) Each director, each of the three highest-paid officers, and each member 
of the advisory board of the registrant, whose aggregate remuneration ex- 
ceeded $30,000, naming each such person. 

(2) All directors, officers, and members of the advisory board of the regis- 
trant as a group, without naming them. 


(A) Name of individual or identity of group-_--_--...---.-.----------------.-- 
(B) Capacities in which remuneration was received 
(C) Aggregate remuneration 


Instruction 1. This item applies to any person who was a director, officer, 
or member of the advisory board of the registrant at any time during the 
fiscal year. However, information need not be given for any portion of the 
aa ae which any such person did not occupy one of the positions in- 

icated. 

2. The information is to be given on an accrual basis if practicable. The 
tables required by this paragraph and paragraph (b) may be combined if 
the registrant so desires. 

3. Do not include remuneration paid to a partnership in which any director, 
officer, or member of the advisory board was a partner, but see Item 18. 

4. If the registrant has not completed a full fiscal year since its organiza- 
tion, the information shall be given for the current fiscal year, estimating 
future payments if necessary. 

(b) Furnish the following information, in substantially the tabular form indi- 
cated below, as to all pension or retirement benefits proposed to be paid under any 
existing plan in the event of retirement at normal retirement date, directly or in- 
directly, by the registrant or any of its subsidiaries to each person named in 
answer to paragraph (a) (1) of this item: 


An) Cee GE IV IGA 03 ce oe a a ees S Sie oad Bae eS eweas 


(B) Amount set aside or accrued during issuer’s last fiscal year 
(C) Estimated annual benefits upon retirement 


Instruction 1. Column (B) need not be answered with respect to payments 
computed on an actuarial basis pursuant to any plan which provides for fixed 
benefits in the event of retirement at a specified age or after a specified 
number of years of service. 

2. The information called for by Column (C) may be given in a table 
showing the annual benefits payable upon retirement to persons in specified 
salary classifications. 

3. In the case of any plan (other than those specified in instruction 1) 
where the amount set aside each year depends upon the amount of earnings 
of the issuer or its subsidiaries for such year or a prior year, or where it is 
otherwise impracticable to state the estimated annual benefits upon retire- 
ment, there shall be set forth, in lieu of the information called for by Column 
(C), the aggregate amount set aside or accrued to date, unless it is im- 
practicable to do so, in which case there shall be stated the method of comput- 
ing such benefits. 


Item 14. Indemnification of Directors and Officers 


State the general effect of any charter provision, bylaw, contract, arrange- 
ments, or statute under which any director or officer of the registrant is insured or 
indemnified in any manner against any liability which he may incur in his capacity 
as such. 


Item 15. Custodians of Portfolio Securities 


(a) State the name, principal business address, and, if other than a commercial 
bank or trust company, the nature of the business of each person holding portfolio 
securities of the registrant as custodian. 

(b) Describe the arrangements under which such securities are held, including 
the basis upon which the remuneration for such services is determined. 


Item 16. Investment Advisers 


Furnish the following information as to each investment adviser of the reg- 
istrant: 
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(a) Name and principal business address. 

(b) Name and address of any affiliated person of the registrant who is also 
an affiliated person of the investment adviser and the nature of the affiliation. 

(ec) A brief description of the investment advisory contract with the registrant. 
including the basis for determining the remuneration of the investment adviser, 


Item 17. Business and Other Connections of Investment Advisers and Their Manage- 
ments 


Describe briefly any other business, profession, vocation, or employment of a 
substantial nature in which each investment adviser of the registrant and each 
director, officer, or partner of such investment adviser is engaged for his own 
account or in the capacity of director, officer, employee, partner, or trustee. 

Instruction 1. State the name and princip®] business of any company 
with which any person specified is connected in the capacity of director, 
officer, employee, partner, or trustee, and the nature of such connection. 

2. The names of investment advisory clients need not be given in answer- 
ing this item. 


Item 18. Interest of Affiliated Persons in Certain Transactions 


Describe briefly, and where practicable state the approximate amount of any 
materis! interest, direct or indirect, of any of the following persons in any material 
transactions during the last 3 years, or in any materi*! proposed transactions, to 
which the registrant or any of its subsidiaries wes, or is to be, a party: 

(a) Each affiliated person of the registrant, other than employees who are not 
directors, officers, or members of the advisory board. 

(b) Each affiliated person of any of the following: any director, officer, or 
member of the advisory board of the registrant; any company named in answer 
to Item 4; any security holder named in answer to Item 9 (a) or (b); any invest- 
ment adviser; or any principsl underwriter named in answer to Item 24, 

Instruction 1. See Instruction 1 to Item 13 (a). Include the name of 
each person whose interest in any transaction is described and the nature of 
the relationship by reeson of which such interest is required to be described. 
Where it is not practicable to state the approximate amount of the interest, 
the approximate amount involved in the transaction shall be indicated. 

2. As to any transaction involving the purchase or sale of assets by or to 
the registrant or any subsidiary, otherwise than in the ordinary course of 
business, state the cost of the essets to the purchaser and the cost thereof 
to the seller if acquired by the seller within 2 years prior to the tre nsaction., 

3. This item does not apply to any interest arising from the ownership of 
securities of the registrant where the security holder receives no extra or special 
benefit not shared on a pro rata basis by all other holders of the same class. 

4. No information need be given in answer to this item as to any remuner- 
ation not received during the registrant’s last fiscal year or as to any remuner- 
ation or other transactions disclosed in response to Item 13. 

5. Information should be included as to any material underwriting dis- 
counts and commissions upon the sale of securities by the registrant where 
any of the specified persons was or is to be a principal underwriter or is a 
controlling person, or member, of a firm which was or is to be a principal 
underwriter. Information need not be given concerning ordinary manage- 
ment fees paid by underwriters to a managing underwriter pursuant to an 
agreement among underwriters the parties to which do not include the regis- 
trant or its subsidiaries. 

6. No information need be given in answer to this item as to any trans- 
action or any interest therein where: 

(i) the rates or charges involved in the transaction are fixed by law or 
determined by competitive bids; 

(ii) the interest of the specified persons in the transaction is solely 
that of a director of another corporation which is a party to the trans- 
action; 

(iii) the transaction involves services as a bank depository of funds, 
transfer agent, registrar, trustee under a trust indenture, or other similar 
services; 

(iv) the interest of the specified persons, including all periodic install- 
ments in the case of any lease or other agreement providing for periodic 
payments or installments, does not exceed $30,000; 

(v) the transaction does not involve remuneration for services, directly 
or indirectly, and (A) the interest of the specified persons arises from the 
ownership individually and in the aggregate of less than 10 percent of 
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any class of equity securities of another corporation which is a party to 

the transaction, (B) the transaction is in the ordinary course of business 

of the registrant or its subsidiaries, and (C) the amount of such trans- 
action or series of transactions is less than 10 percent of the total sales 

or purchases, as the case may be, of the registrant and its subsidiaries. 

7. Information shall be furnished in answer to this item with respect to 
transactions not excluded above which involve remuneration, directly or 
indirectly, to any of the specified persons for services in any capacity unless 
the interest of such person arises solely from the ownership individually and 
in the aggregate of less than 10 percent of any class of equity securities of 
another corporation furnishing the services to the registrant or its subsidiaries . 

Item 19. Capital Stock 


State the title of each class of capital stock of the registrant and furnish the 
following information: 

(a) Outline briefly (1) dividend rights; (2) voting rights; (3) liquidation rights; 
(4) preemptive rights; (5) conversion rights; (6) redemption provisions; (7) sink- 
ing fund provisions; and (8) liability to further calls or to assessment by the 
registrant. 

(b) If the rights of holders of such stock may be modified otherwise than by a 
vote of a majority or more of the shares outstanding, voting as a class, so state 
and explain briefly. 

(ec) Outline briefly any restriction on the repurchase or redemption of shares 
by the registrant while there is an arrearage in the payment of dividends or sinking 
fund installments. If there is no such restriction, so state. 

Instruction 1. Only a brief summary of the pertinent provisions from an 
investment standpoint is required. A complete legal description of the 
provisions referred to is not required and should not be given. Do not set 
forth the provisions of the governing instruments verbatim; only a succinct 
resume is required. 

2. If the rights evidenced by any class of securities being described are 
materially limited or qualified by the rights of any other class of securities, 
include such information regarding such other securities as will enable in- 
vestors to understand the rights evidenced by the securities being described. 


Item 20. Long-Term Debt 


State the title of each class of long-term debt of the registrant and outline 
such of the following provisions as are relevant. 

(a) Provisions with respect to interest, maturity, conversion, redemption, 
amortization, sinking fund, or retirement; 

(b) Provisions with respect to the kind and priority of any lien, restricting 
the declaration of dividends or requiring the maintenance of any ratio of assets, 
the creation or maintenance of reserves, or the maintenance of properties; 

(c) Provisions permitting or restricting the issuance of additional securities, 
the incurring of additional debt, the release or substitution of assets securing the 
issue, the modification of the terms of the security, and similar provisions. 

(d) The name of the trustee and the nature of any material relationship with 
the registrant or any of its affiliates, the percentage of securities of the class 
necessary to require the trustee to take action, and what indemnifications the 
trustee may require before proceeding to enforce the lien. 

Instruction: The instructions to Item 19 shall also apply to this item. 


Item 21. Other Securities 


If the registrant has any authorized securities other than capital stock or long- 
term debt, outline briefly the rights evidenced thereby. If the securities are 
subscription warrants or rights, state the title and amount of securities called for, 
the period during which and the prices at which the warrants or rights are 
exercisable. 

Instruction: The instructions to Item 19 shall also apply to this item. 
Item 22. Financial Statements 


(a) Furnish the following financial statements for the registrant prepared in 
accordance with the provisions of Article 5 of Regulation S—X: 
(1) A balance sheet as of a date within 90 days prior to the date of filing. 
If this balance sheet is not certified, there shall also be included a certified 
balance sheet as of a date within 1 year prior to the date of filing; and 
(2) A profit and loss or income statement for each of the last 3 fiscal years 
and any subsequent period up to the date of the latest balance sheet furnished 
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pursuant to (1) above. Such statements shall be certified up to the date of 
the latest certified balance sheet. 

(b) If either the profit and loss or earned surplus statements required are 
included in the summary of earnings required by Item 7, the statement so included 
need not be otherwise furnished in the registration statement. 

(c) The Commission may, upon the informal written request of the registrant, 
and where consistent with the protection of investors, permit the omission of one 
or more of the statements herein required or the filing in substitution therefor 
of appropriate statements of comparable character. The Commission may also 
by informal written notice require the filing of other statements in addition to, or 
in substitution for, the statements herein required in any case where such. state- 
ments are necessary for an adequate presentation of the financial condition of any 
person whose financial statements are required, or whose statements are otherwise 
necessary for the protection of investors. 

Instruction: This item specifies the financial statements required to be 
furnished as a part of the registration statement on this form. Regulation 
S-X governs the certification, form, and content of the statements required, 
and prescribes the statements of surplus and the schedules to be filed in 
support of the statements filed. 


PART II. INFORMATION REQUIRED IN PROSPECTUS FOR SECURITIES BEING 
REGISTERED UNDER THE SECURITIES ACT OF 1933 


Item 23. Distribution Spread 


The information called for by the following table shall be given, in substantially 
the tabular form indicated, on the outside front cover page of the prospectus as 


to all securities being registered which are to be offered for cash (estimate, if 
necessary). 


Price to Underwriting| Proceeds to 
public discounts and] registrant or 
commissions | other persons 
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Instruction 1. The term ‘‘commissions’” has the meaning given in para- 
graph (17) of Schedule A of the Act. Only commissions paid by the reg- 
istrant or selling security holders in cash. are to be included in the table. 
Commissions paid by other persons, and other considerations to the under- 
writers, shall be set forth following the table with a reference thereto in the 
second column of the table. Any finder’s fees or similar payments shall be 
appropriately disclosed. 

2. If it is impracticable to state the price to the public, the method by 
which it is to be determined shall be explained. In addition, if the securities 
are to be offered at the market, or if the offering price is to be determined by 
a formula related to market prices, indicate the market involved and the 
market price as of the latest practicable date. 

3. If any of the securities being registered are to be offered for the account 
of security holders, state in the prospectus the name of each such security 
holder, the amount of securities owned by him, and the amount to be offered 
for his account, and refer to such information on the first page of the 
prospectus. 


Item 24. Plan of Distribution 


(a) If the securities being registered are to be offered through underwriters, give 
the names of the principal underwriters, and state the respective amounts under- 
written. Identify each such underwriter having a material relationship to the 
registrant and state the nature of the relationship. State briefly the nature of 
the underwriters’ obligation to take the securities. 

Instruction: All that is required as to the nature of the underwriters’ 
obligation is whether the underwriters are or will be committed to take and 
to pay for all of the securities if any are taken, or whether it is merely an 
agency or “best efforts’? arrangement under which the underwriters are 
required to take and pay for only such securities as they may sell to the public. 
Conditions precedent to the underwriters’ taking the securities, including 
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‘“‘market outs’, need not be described except in the case of an agency or 
*‘best efforts’? arrangement. 

(b) State briefly the discounts and commissions to be allowed or paid to dealers, 
including all cash, securities, contracts, or other consideration to be received by 
any dealer in connection with the sale of the securities. 

Instruction: If any dealers are to act in the capacity of subunderwriters 
and are to be allowed or paid any additional discounts or commissions for 
acting in such capacity, a general statement to that effect will suffice without 
giving the additional amounts to be so paid. 

(c) Outline briefly the plan of distribution of any securities being registered 
which are to be offered otherwise than through underwriters. 


Item 25. Use of Proceeds to Registrant 


State the principal purposes for which the net proceeds to the registrant from 
the securities to be offered are intended to be used, and the approximate amount 
intended to be used for each such purpose. 

Instruction 1. Details of proposed expenditures are not to be given. If 
any substantial portion of the proceeds has not been allocated for particular 
purposes, a statement to that effect shall be made together with a statement 
of the amount of proceeds not so allocated. 

2. If any material part of the proceeds is to be used to discharge a loan, 
the item is to be answered as to the use of the proceeds of the loan if the 
loan was made within 1 year; otherwise, it will suffice to state that the pro- 
ceeds are to be used to discharge the indebtedness created by the loan. 

3. If any materis] amount of the proceeds is to be used to acquire assets, 
otherwise than in the ordinsry course of business, briefly describe the assets 
and give the names of the persons from whom they are to be acquired. 
State the cost of the assets to the registrant and the principle followed in 
determining such cost. 

4. If the issuer has not yet obtained a license from the Small Business 
Administration, state whether the funds paid in by investors for the securities 
being registered will be returned to them in the event such license is not 
obtained and describe the arrangements made to assure such return. 


Item 26. Sales Otherwise Than for Cash 


If any of the securities being registered are to be offered otherwise than for 
cash, state briefly the general purpose of the distribution, the basis upon which 
the securities are to be offered, the amount of compensation and other expenses 
of distribution, and by whom they are to be borne. 

Instruction: If the distribution is to be made pursuant to a plan of acquisi- 
tion, reorganization, readjustment, or succession, describe briefly the general 
effect of the plan and state when it became or is to become operative. As 
to any material amount of essets to be acquired under the plan, furnish 
information corresponding to that required by Instruction 3 to Item 25, 

Item 27. Information Required by Items of Part I 

The prospectus shall contain the information required by the following items 
of Part I: 

Items 1, 2, 3, 5, 6, and 7; 

Item 8 2s to persons controlling the registrant; 

Items 9, 11, 12, 13, 15 (a), 16, and 18; 

Items 19, 20, and 21 as to securities being registered. 

Instruction: Subject to Rule 407, the information called for by the fore- 
going items of Part I shall be given as of the effective date of the registration 
statement under the Securities Act of 1933. 


Item 28. Financial Statements Required by Item 22 of Part I 


The prospectus shell contin all financial statements called for by Item 22 of 
Part I except that sll schedules, other then those prepared in accordance with 
Rule 12-16 of Regulation S~X, may be omitted from the prospectus. 


PART III]. INFORMATION NOT REQUIRED IN PROSPECTUS 


Item 29. Marketing Arrangements 


Briefly describe any arrangement known to the registrant or to any person 
named in answer to Item 9 (a) or (b) or Item 24 (a) made for any of the following 
purposes: 

(a) To limit or restrict the sale of other securities of the same class as those 
being registered for the period of distribution. 
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(b) To stabilize the market for any of the securities being registered. 
(c) For withholding commissions or otherwise to hold each underwriter or 
dealer responsible for the distribution of his participation. 
Instruction: If the answer to this item is contained in an exhibit, the item 
may be answered by cross-reference to the relevant paragraphs of the exhibit. 


Item 30. Other Expenses of Issuance and Distribution 


Furrish a reasonably itemized statement of all expenses in connection with 
the issuance and distribution of the securities being registered, other than under- 
writing discounts and commissions. If any of the securities being registered are 
to be offered for the account of security holders, indicate the portion of such 
expenses to be borne by such security holders. 

Instruction: Insofar as practicable, registration fees, Federal taxes, State 
taxes and fees, trustees’ and transfer agents’ fees, cost of printing and engrav- 
ing, and legal, accounting, and engineering fees shall be separately itemized. 
The information may be given as subject to future contingencies. If the 
amounts of any items are not known, estimates designated as such shall be 
given. 


Item 31. Relationship with Registrant of Experis Named in Registration Statement 


If any expert named in the registration statement as having prepared or 
certified any part thereof was employed for such purpose on a contingent basis 
or, at the time of such preparation or certification or at any time thereafter, had 
a substantial interest in the registrant or was connected with the registrant as a 
promoter, underwriter, voting trustee, director, officer or employee, furnish a 
brief statement of the nature of such contingent basis, interest, or connection. 

Instruction: In the case of an accountant, any direct financial interest or 
any material indirect financial interest held during the period covered by 
the financial statements prepared or certified shall be deemed a ‘‘substantial 
interest’’ for the purpose of this item. 


Item 32. Recent Sales of Unregistered Securities 


Furnish the following information as to all securities of the registrant sold by 
the registrant within the past 3 years which were not registered under the Securi- 
ties Act of 1933. Include sales of reacquired securities as well as new issues, 
securities issued in exchange for property, services, or other securities, and new 
securities resulting from the modification of outstanding securities. 

(a) Give the date of sale and the title and amount of securities sold. 

(b) Give the names of the principal underwriters, if any. As to any securities 
sold not publicly offered, name the persons or identify the class of persons to 
whom the securities were sold. 

(c) As to securities sold for cash, state the aggregate offering price and the 
aggregate underwriting discounts or commissions. As to any securities sold 
otherwise than for cash, state the nature of the transaction and the nature and 
aggregate amount of consideration received by the registrant. 

(d) Indicate the section of the Act or the rule of the Commission under which 
exemption from registration was claimed and state briefly the facts relied upon 
to make the exemption available. 

Instruction 1. Information need not be set forth as to notes drafts, bills 
of exchange, or bankers’ acceptances which mature not later than 1 year 
from the date of issuance. 

2. If the sales were made in a series of transactions, the information may 
be given by such totals and periods as will reasonably convey the informa- 
tion required. 


Item 33. Treatment of Proceeds from Stock Being Registered 


If capital stock is being registered hereunder and any portion of the considera- 
tion to be received by the registrant for such stock is to be credited to an account 
other than the appropriate capital stock account, state to what other account 
such portion is to be credited and the estimated amount per share. If the con- 
sideration from the sale of par value shares is less than par value, state the amount 
per share involved and its treatment in the accounts. 

Iiem 34. Undertaking 

The following undertaking shall be included in the registration statement: 

“Subject to the terms and conditions of section 15 (d) of the Securities Exchange 
Act of 1934, the undersigned registrant hereby undertakes to file with the Securi- 
ties and Exchange Commission such supplementary and periodic information, 
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documents and reports as may be ——— by any rule or regulation of the 
Commission heretofore or hereafter duly adopted pursuant to authority conferred 
in that section.” 


Item 35. Financial Statements and Exhibits 

List all financial statements and exhibits filed as a part of the registration 
statement. 

(a) Financial statements, indicating those included in the prospectus. 

(b) Exhibits. 

(c) Statement of eligibility and qualifications of each person designated to act 
as trustee under an indenture to be qualified under the Trust Indenture Act of 
1939. 

SIGNATURES 


Pursuant to the requirements of the Securities Act of 1933 (and) (or) the In- 
vestment Company Act of 1940, the registrant has duly caused this registration 
statement to be signed on its behalf by the undersigned, thereunto duly authorized, 
Oy CNN OE ies sane has see bees ote elaietiane pM GENGIOL aus ea ee es, 
OW GG tac ares os day of 


(Signature and title) 


Pursuant to the requirements of the Securities Act of 1933, this registration 
statement has been signed below by the following persons in the capacities and 
on the dates indicated. 


eee mee wwe we we eee ee eee eee eee eee eee ee ee ee 


(Signature) (Title) (Date) 

Instruction 1. The registration statement shall be signed on behalf of the 
registrant by a duly authorized officer. For purposes of the Securities Act 
of 1933, the registration statement shall also be signed by the registrant’s 
principal executive officer or officers, its principal financial officer, its con- 
troller or principal accounting officer, and by at least a majority of the board 
of directors. 

2. The name of each person who signs the registration statement shall be 
typed or printed beneath his signature. Any person who occupies more 
than one of the specified positions shall indicate each capacity in which he 
signs the registration statement. 


INSTRUCTIONS AS TO EXHIBITS 


Subject to the rules regarding incorporation by reference, the following exhibits 
shall be filed as a part of the registration statement. Exhibits shall be appro- 
priately lettered or numbered for convenient reference. Exhibits incorporated 
by reference may bear the designation given in the previous filing. Where exhibits 
are incorporated by reference, the reference shall be made in the list of exhibits 
called for by Item 35. 

1. Copies of the charter as now in effect. 

2. Copies of the existing bylaws or instruments corresponding thereto. 

3. Specimens or copies of each security issued or to be issued by the registrant, 
including all constituent instruments defining the rights of the holders of such 
securities. 

4. Copies of all custodian agreements with respect to portfolio securities of the 
registrant. 

; Copies of all indemnification contracts or arrangements described in answer 
to Item 14. 

6. Copies of all investment advisory contracts to which the registrant is a party. 

7. Copies of all bonus, profit sharing, pension, or similar contracts or arrange- 
ments wholly or partly for the benefit of directors or officers of the registrant. 
If any such plan is not set forth in a formal document, furnish a reasonably 
retailed description thereof. 

8. A copy of the registrant’s license from the Small Business Administration. 

9. Copies of every material contract not made in the ordinary course of business 
which is to be performed in whole or in part at or after the filing of the registration 
statement or which was made not more than 2 years before filing, except contracts 
called for by the foregoing instructions. Only contracts need be filed as to which 
the registrant is or was a party or succeeded to a party by assumption or assign- 
ment, or in which the registrant has or had a beneficial interest. 
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10. Copies of each underwriting contract with a principal underwriter, each 
syndicate agreement and each purchase, subunderwriting or selling group agree- 
ment or letter pursuant to which the securities being registered are to be distrib- 
eee = if the forms of such documents are not determined, the proposed form 
thereof. 

11. An opinion of counsel as to the legality of the securities being registered 
under the Securities Act of 1933, indicating whether they will when sold be legally 
issued, fully paid, and nonassessable. 

12. If the issuer has not yet obtained a license from the Small Business Adminis- 
tration, copies of any contract or arrangement made to assure that the funds paid 


in by investors for the securities being registered will be returned to them in the 
event such license is not obtained. 





AppenpIx IV 


SEC ReGuLaTION AND Forms 1—-E anp 2-E ror EXEMPTION FOR 
SECURITIES OF SMALL Business INVESTMENT COMPANIES 


[For immediate release, Wednesday, December 17, 1958] 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D. C. 

Securities Act of 1933. 

Release No. 4005. 

Investment Company Act of 1940. 

Release No. 2805. 


ADOPTION OF EXEMPTION FOR SECURITIES OF SMALL BusINEsS INVESTMENT 
CoMPANIES 


The Securities and Exchange Commission has adopted a new regulation, desig- 
nated Regulation E, which provides a conditional exemption from registration 
under the Securities Act of 1933 for securities of small business investment 
companies which are licensed under the Small Business Investment Act of 1958 
or which have received the preliminary approval of the Small Business Adminis- 
tration and have been notified by the Administration that they may submit an 
application for such a license. The new regulation was adopted after considera- 
tion by the Commission of all views and comments received as a result of the 
notice and invitation for comments published November 5, 1958, in Securities 
Act Release No. 3989 (Investment Company Act Release No. 2790). 

Regulation E, which exempts issues not in excess of $300,000 from registration 
under the act, was adopted pursuant to the new section 3 (c) which was added 
to the Securities Act by section 307 (a) of the Small Business Investment Act. 
It should be noted that in computing the $300,000 permitted by the regulation 
it is not necessary to include funds received from the Small Business Adminis- 
tration. 

The new regulation is similar in many respects to the general exemption for 
certain securities, other than those of investment companies, provided by Regu- 
lation A. The new regulation requires the filing of a notification with the Com- 
mission and, except in the case of offerings not in excess of $50,000, the filing and 
use of an offering circular containing certain specified information. In general, 
information is required in the offering circular as to the business and investment 
policies of the issuer, its management and its financial condition. The financial 
statements required by the new regulation must be prepared in accordance with 
generally accepted accounting principles and practices but need not be certified 
by independent public accountants. The new regulation provides for the sus- 
pension of the exemption in a particular case if the Commission finds that any 
of the terms and conditions of the regulation have not been met or complied with. 

The new regulation requires the filing, semiannually, of reports showing the 
progress of the offering. Upon completion of the offering and the filing of a final 
report, no further reports are required under this regulation. However, if the 
company is required to be registered under the Investment Company Act of 
1940, compliance with the reporting requirements of that act will be required. 

The foregoing action was taken pursuant to the Securities Act of 1933, particu- 
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larly sections 3 (c) and 19 (a) thereof. In order to make the regulation available 
for immediate use, it is being made effective upon publication December 17, 1958. 
By the Commission. 


OrvaL L. DuBots, Secretary. 


Nortse.—Copies of Regulation E may be obtained from any Regional or Branch 
Office of the Commission or from any Regional or Branch Office of the Small 
Business Administration. Copies may also be obtained by writing to Publica- 
tions Unit, Securities and Exchange Commission, Washington 25, D. C 


REGULATION E. EXEMPTION FOR SECURITIES OF SMALL BUSINESS 
INVESTMENT COMPANIES 


Rule 601. Definitions of Terms Used in This Regulation 


As used in this regulation, the following terms shall have the meaning indicated: 

Act.—The term “‘act’’ refers to the Securities Act of 1933 unless specifically 
stated otherwise. 

A ffiliate—An “affiliate’’ of an issuer is a person controlling, controlled by or 
under common control with such issuer. An individual who controls an issuer is 
also an affiliate of such issuer. 

Notification.—The term ‘notification’? means the notification required by 
Rule 604. 

Offering Circular—The term “offering circular’? means the offering circular 
required by Rule 605. 

State-—A “State’’ is any State, Territory, or insular possession of the United 
States, or the District of Columbia. 


Underwriter.—The term “‘underwriter’’ shall have the meaning given in section 
2 (11) of the act. 


Rule 602. Securities Exempted 


(a) Except as hereinafter provided in this rule, securities issued by any small 
business investment company which is registered under the Investment Company 
Act of 1940 shall be exempt from registration under the Securities Act of 1933, 
subject to the terms and conditions of this regulation. As used in this paragraph, 
the term “small business investment company’? means any company which is 
licensed as a small business investment company under the Small Business Invest- 
ment Act of 1958 or which has received the preliminary approval of the Small 
Business Administration and has been notified by the Administration that it may 
eae a license application. 

(b) N Yo exemption under this regulation shall be available for the securities of 
any issuer if such issuer or any of its affiliates— 

(1) has filed a registration statement which is the subject of any proceeding 
or examination under section 8 of the act, or is the subject of any refusal 
order or stop order entered thereunder within 5 years prior to the filing of 
the notification; 

(2) is subject to pending proceedings under Rule 610 or any similar rule 
adopted under section 3 (b) of the act, or to an order entered thereunder 
within 5 years prior to the filing of such notification; 

(3) has been convicted within 5 years prior to the filing of such notification 
of any crime or offense involving the purchase or sale of securities; 

(4) is subject to any order, judgment, or decree of any court of competent 
jurisdiction, entered within 5 years prior to the filing of such notification, 
temporarily or permanently restraining or enjoining such person from 
engaging in or continuing any conduct or practice in connection with the 
purchase or sale of securities; 

(5) is subject to pending proceedings under section 8 (e) of the Investment 
Company Act of 1940 or to any suspension or revocation order issued there- 
under; 

(6) is subject to an injunction issued pursuant to section 35 (d) of the 
Investment Company Act of 1940; or 

(7) is subject to a United States Post Office fraud order. 

(ec) No exemption under this regulation shall be available for the securities 
of any issuer, if any of its directors, officers, or principal security holders, any 
investment adviser or any underwriter of the securities to be offered, or any 
partner, ayieaee or officer of any such investment adviser or underwriter— 

(1) has been convicted within 10 years prior to the filing of the notifica- 
tion of any crime or offense involving the purchase or sale of any security or 
arising out of such person’s conduct as an underwriter, broker, dealer, or 
investment adviser; 
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(2) is temporarily or permanently restrained or enjoined by any court 
from engaging in or continuing any conduct or practice in connection with 
the purchase or sale of any security or arising out of such person’s conduct 
as an underwriter, broker, dealer, or investment adviser; 

(3) is subject to an order of the Commission entered pursuant to section 
15 (b) or 15A (1) of the Securities Exchange Act of 1934; has been found by 
the Commission to be a cause of any such order which is still in effect; or 
is subject to an order of the Commission entered pursuant to section 203 (d) 
or (e) of the Investment Advisers Act of 1940; 

(4) is suspended or has been expelled from membership in a national 
securities dealers association or a national securities exchange for conduct 
inconsistent with just and equitable principles of trade; or 

(5) is subject to a United States Post Office fraud order. 

(d) No exemption under this regulation shall be available for the securities of 
any issuer if any underwriter of such securities, or any director, officer, or partner 
of any such underwriter was, or was named as, an underwriter of any securities— 

(1) covered by any registration statement which is the subject of any 
proceeding or examination under section 8 of the act, or is the subject of any 
refusal order or stop order entered thereunder within 5 years prior to the 
filing of the notification; or 

(2) covered by any filing which is subject to pending proceedings under 
Rule 610 or any similar rule adopted under section 3 (b) of the act, or to an 
order entered thereunder within 5 years prior to the filing of such notification. 

(e) Paragraph (b), (c), or (d) shall not apply to the securities of any issuer if 
the Commission determines, upon a showing of good cause, that it is not neces- 
sary under the circumstances that the exemption be denied. Any such determi- 
nation by the Commission shall be without prejudice to any other action by the 
Commission in any other proceeding or matter with respect to the issuer or any 
other person. 

Rule 608. Amount of Securities Exempted 

(a) The aggregate offering price of all of the following securities of the issuer 
shall not exceed $300,000: 

(1) all securities presently being offered under this regulation, or specified 
in the notification as proposed to be so offered; 

(2) all securities previously sold pursuant to an offering under this regula- 
tion, commenced within 1 year prior to the commencement of the proposed 
offering; and 

(3) all securities sold in violation of section 5 (a) of the act within 1 year 
prior to the commencement of the proposed offering. 

Notwithstanding the foregoing, the aggregate offering price of all securities so 
offered or sold on behalf of any one person other than the issuer shall not exceed 
$100,000, except that this limitation shall not apply if the securities are to be 
offered on behalf of the estate of a deceased person within 2 years after the death 
of such person. 

(b) The aggregate offering price of securities, which have a determinable mar- 
ket value shall be computed upon the basis of such market value as determined 
from transactions or quotations on a specified date within 15 days prior to the 
date of filing the notification, or the offering price to the public, whichever is 
higher; provided, that the aggregate gross proceeds actually received from the 
public shall not exceed the maximum aggregate offering price permitted in the 
particular case by paragraph (a) above. 

(c) In computing the amount of securities which may be offered under this 
regulation, there need not be included unsold securities the offering of which has 
been withdrawn with the consent of the Commission by amending the pertinent 
notification to reduce the amount stated therein as proposed to be offered. 


Rule 604. Filing of Notification on Form 1-E 


(a) At least 10 days (Saturdays, Sundays, and holidays excluded) prior to the 
date on which the initial offering of any securities is to be made under this regula- 
tion, there shall be filed with the Commission four copies of a notification on 
Form 1-E. The Commission may, however, in its discretion, authorize the com- 
mencement of the offering prior to the expiration of such 10-day period upon a 
written request for such authorization. 

(b) The notification shall be signed by the issuer and each person, other than 
the issuer, for whose account any of the securities are to be offered. If the noti- 
fication is signed by any person on behalf of any other person, evidence of authority 
to sign on behalf of such other person shall be filed with the notification, except 
where an officer of the issuer signs on behalf of the issuer. 
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(c) Any amendment to the notification shall be signed in the same manner as 
the original notification. Four copies of such amendment shall be filed with the 
Commission at least 10 days prior to any offering of the securities subsequent to 
the filing of such amendment, or such shorter period as the Commission, in its 
discretion, may authorize upon a written request for such authorization. 

(d) A notification or any exhibit or other document filed as a part thereof may 
be withdrawn upon application unless the notification is subject:to an order under 
Rule 610 at the time the application is filed or becomes subject to such an order 
within 15 days (Saturdays, Sundays, and holidays excluded) thereafter; provided, 
that a notification may not be withdrawn after any of the securities proposed to 
be offered thereunder have been sold. Any such application shall be signed in 
the same manner as the notification. 


Rule 605. Filing and Use of the Offering Circular 


(a) Except as provided in paragraph (b) of this rule and in Rule 606— 

(1) no written offer of securities of any issuer shall be made under this 
regulation unless an offering circular containing the information specified in 
Schedule A is concurrently given or has previously been given to the person 
to whom the offer is made, or has been sent to such person under such cir- 
cumstances that it would normally have been received by him at or prior to 
the time of such written offer; and 

(2) no securities of such issuer shall be sold under this regulation unless 
such an offering circular is given to the person to whom the securities were 
sold, or is sent to such person under such circumstances that it would normally 
be received by him, with or prior to any confirmation of the sale, or prior to 
the payment by him of all or any part of the purchase price of the securities, 
whichever first occurs. 

(b) Any written advertisement or other written communication, or any radio or 
television broadcast, which states from whom an offering circular may be obtained 
and in addition contains no more than the following information may be pub- 
lished, distributed or broadcast at or after the commencement of the public offer- 
ing to any person prior to sending or giving such person a copy of such circular: 

(1) the name of the issuer of such security; 

(2) the title of the security, the amount being offered, and the per-unit 
offering price to the public; and 

(3) the identity of the general type of business of the issuer. 

(c) The offering circular may be printed, mimeographed, lithographed or 
typewritten, or prepared by any similar process which will result in clearly legible 
copies. If printed, it shall be set in roman type at least as large as 10-point 
Modern type, except that financial statements and other statistical or tabular 
matter may be set in roman type at least as large as 8-point Modern type. All 
type shall be leaded at least two points. 

(d) If the offering is not completed within 9 months from the date of the offering 
circular, a revised offering circular shall be prepared, filed, and used in accordance 
with these rules as for an original offering circular. In no event shall an offering 
circular be used which is false or misleading in light of the circumstances then 
existing. 

(e) Four copies of the offering circular required by this rule, which is to be used 
at the commencement of the offering, shall be filed with the notification at the time 
such notification is filed and shall be deemed a part thereof. If the offering circular 
is thereafter revised or amended, four copies cf such revised or amended circular 
shall be filed as an amendment to the notification at least 10 days prior to its use, 
or such shorter period as the Commission may, in its discretion, authorize upon a 
written request for such authorization. 


Rule 606. Offering Not in Excess of $50,000 


No Offering circular need be filed or used in connection with an offering of 
securities under this regulation if the aggregate offering price of all securities of the 
issuer offered or sold without the use of such an offering circular does not exceed 
$50,000, computed in accordance with Rule 603, provided the following conditions 
are met: 

(a) There shall be filed as an exhibit to the notification four copies of a state- 
ment setting forth the information (other than financial statements) required by 
Schedule A to be set forth in an offering circular. 

(b) No advertisement, article, or other communication published in any news- 
paper, magazine, or other periodical and no radio or television broadcast in 
regard to the offering shall contain more than the following information: 

(1) the name of the issuer of such security; 
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(2) the title of the security, amount offered, and the per-unit offering 
price to the public; 

(3) the identity of the general type of business of the issuer; and 

(4) by whom orders will be filled or from whom further information may 
be obtained. 


Rule 607. Sales Material to be Filed 


Four copies of each of the following communications prepared or authorized 
by the issuer or anyone associated with the issuer, any of its affiliates or any 
principal underwriter for use in connection with the offering of any securities 
under this regulation shall be fled with the Commission at least 5 days (exclusive 
of Saturdays, Sundays, and holidays) prior to any use thereof, or such shorter 
period as the Commission, in its discretion, ray authorize. 

(a) every advertisement, article or other communication proposed to be pub- 
lished in any newspaper, magazine or other periodical; 

(b) the seript of every radio or television broadeast; and 

(ec) every letter, circular or other written communication proposed to be sent 
given, or otherwise communicated to more than 10 persons. 


Rule 608. Prohibition of Certain Statements 


No offering circular or other written or oral communication used in connection 
with any offering under this regulation shall contain any language stating or 
implying that the Commission has in any way passed upon the merits of, or given 
approval to, guaranteed or recommended the securities offered or the terms of the 
offering or has determined that the securities are exempt from registration, or 
has made any finding that the statements in any such offering circular or other 
communication are accurate or complete. 


Rule 609. Reports of Sales Hereunder 


Within 30 days after the end of each 6-month period following the date of the 
original offering circular, or of the statement required by Rule 606, the issuer or 
other person for whose account the securities are offered shall file with the Com- 
mission four copies of a report on Form 2—E containing the information called 
for by that form. A final report shall be made upon completion or termination 
of the offering and may be made prior to the end of the 6-month period in which 
the last sale is made. 







































Rule 610. Suspension of Exemptior 


(a) The Commission may, at any time after the fling of a notification, enter 
an order temporarily suspending the exemption, if it has reason to believe that— 
(1) no exemption is available under this regulation for the securities pur- 
ported to be offered hereunder or any of the terms or conditions of this regula- 
tion have not been complied with, including failure to file any report as re- 
quired by Rule 609. 
(2) the notification, the offering circular or any other sales literature con- 
tains any untrue statement of a material fact or omits to state a material 
fact necessary in order to make the statements made, in the light of the 
circumstances under which they are made, not misleading; 
(3) the offering is being made or would be made in violation of section 17 

of the Act; 

(4) any event has occurred after the filing of the notification which would 
have rendered the exemption hereunder unavailable if it has occurred prior 
to such filing; 

(5) any person specified in paragraph (b) of Rule 602 has been indicted 
for any crime or offense of the character specified in subparagraph (3) thereof, 
or any proceeding has been initiated for the purpose of enjoining any such 
person from engaging in or continuing any conduct or practice of the charac- 
ter specified in subparagraph (4) of such paragraph; 

(6) any person specified in paragraph (c) of Rule 602 has been indicted for 
any crime or offense of the character specified in subparagraph (1) thereof, 
or any proceeding has been initiated for the purpose of enjoining any such 
person from engaging in or continuing any conduct or practice of the charac- 
ter specified in subpuragraph (2) of such paragraph; or 

(7) the issuer or any officer, director or underwriter has failed to cooperate, 
or has obstructed or refused to permit the making of an investigation by the 
Commission in connection with any offering made or proposed to be made 
hereunder. 
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(b) Upon the entry of an order under paragraph (a) of this rule, the Commission 
will promptly give notice to the persons on whose behalf the notification was filed 
(i) that such order has been entered, together with a brief statement of the reasons 
for the entry of the order, and (ii) that the Commission, upon receipt of a written 
request within 30 days after the entry of such order, will, within 20 days after the 
receipt of such request, set the matter down for hearing at a place to be designated 
by the Commission. If no hearing is requested and none is ordered by the 
Commission, the order shall become permanent on the thirtieth day after its 
entry and shall remain in effect unless or until it is modified or vacated by the 
Commission. Where a hearing is requested or is ordered by the Commission, the 
Commission will, after notice of an opportunity for such hearing, either vacate the 
order or enter an order permanently suspending the exemption. 

(c) The Commission may at any time after notice of and opportunity for hear- 
ing, enter an order permanently suspending the exemption for any reason upon 
which it could have entered a temporary suspension order under paragraph (a) 
of this rule. Any such order shall remain in effect until vacated by the 
Commission. 

(d) All notices required by this rule shall be given to the person or persons on 
whose behalf the notification was filed by personal service, registered mail or 
confirmed telegraphic notice at the addresses of such persons given in the 
notification. 


SCHEDULE A. CONTENTS OF OFFERING CIRCULAR 


The offering circular required by Rule 605 shall contain the following 
information: 

1. The following statement shall be set forth on the outside front cover page of 
the offering circular in capital letters in type as large as that used generally in the 
body of the circular: 

“These securities are offered pursuant to an exemption from registration with 
the United States Securities and Exchange Commission. The Commission does 
not pass upon the merits of, or approve, guarantee, or recommend, any securities 
nor does it pass upon the accuracy or completeness of any offering circular or 
other selling literature.”’ 

2. State the exact name and address of the issuer, the name of the State or other 
jurisdiction under the laws of which it was incorporated and the date of its 
incorporation. 

38. (a) Give the following information, in the tabular form indicated, on the 
outside front cover page of the offering circular on a per-share or other unit basis. 


Olformie’ rite to ste be eu age Es ele ot ee 
Underwriting discounts or commissions 
Proceeds to issuer or other persons 


> (b) If any of the securities are to be offered for the account of any person other 
than the issuer, give the name and address of each such security holder, the total 
amount he owns and the amount to be offered hereunder for his account. 

4. (a) State the amount of securities to be offered pursuant to this regulation, 
the aggregate offering price to the public, the aggregate underwriting discounts 
or commissions, the amount of expenses of the issuer and the amount of expenses 
of the underwriters to be borne by the issuer, and the aggregate proceeds to the 
issuer or security holders for whose account the securities are to be offered. 

(b) If the securities are not to be offered for cash, state the basis upon which 
the offering is to be made. 

5. Describe briefly the method by which the securities are to be offered and 
if the offering is to be made by or through underwriters, the name and address 
of each underwriter and the amount of the participation of each such under- 
writer, indicating the nature of any material relationship between the issuer and 
such underwriter. 

6. Furnish a reasonably itemized statement of the purposes for which the net 
cash proceeds to the issuer from the sale of the securities are to be used and the 
amount to be used for each such purpose, indicating in what order of priority the 
proceeds will be used for the respective purposes. If the issuer has not yet 
obtained a license from the Small Business Administration, state whether the 
funds paid in by investors for the securities to be offered will be returned to 
them in the event such license is not obtained and describe the arrangements 
made to assure such return. 


| 
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7.“'Give 'a brief description of the securities to be offered pursuant to this 
regulation. Include the following information: 

(a) In the case of shares, the par or stated value, if any; the rate of dividends, 
if fixed, and whether cumulative or noncumulative; a brief indication of the 
preference, if any; and if convertible, the conversion rate. 

(b) In the case of debt securities, the rate of interest; the date of maturity, or 
if the issue matures serially, a brief indication of the serial maturities, such as 
“maturing serially from 1965 to 1975’; if the payment of principal or interest is 
contingent, an appropriate indication of such contingency; a brief indication of 
the priority of the issue; and if convertible, the conversion rate. 

(ec) In the case of any other kind of securities, appropriate information of a 
comparable character. 

8. State whether the issuer is a closed-end or open-end investment company, 
and whether it proposes to operate as a diversified or nondiversified investment 
company. 

Instruction: The issuer may reserve freedom of action to change from a 
non-diversified to a diversified investment company. 

9. Furnish the information which would be required by Items 2 and 3 of Form 
N-—5 if a registration statement on that form were currently being filed. 

10. (a) Give the full names and complete resident addresses of all directors, 
officers and members of the advisory board of the issuer, any investment adviser 
of the issuer and any persons who own of record or are known to own beneficially 
more than ten percent of any class of securities of the issuer, other than the Small 
Business Administration. 

(b) State the aggregate annual remuneration of all directors and officers of the 
issuer as a group and the annual remuneration of each of the three highest-paid 
officers of the issuer. 

(c) Describe all direct and indirect interests (by security holdings or otherwise) 
of each person named in answer to (a) above (i) in the issuer and (ii) in any mate- 
rial transactions within the past two years or in any material proposed trans- 
actions to which the issuer was or is to be a party. Include the cost to such per- 
sons of any assets or services for which any payment by or for the account of the 
issuer has been or is to be made. 

11. Furnish appropriate financial statements of the issuer as required below. 
Such statements shall be prepared in accordance with generally accepted account- 
ing principles and practices but need not be certified. 

(a) A balance sheet as of a date within 90 days prior to the date of filing the 
notification with the Commission. 

(b) A profit and loss or income statement for each of the last three fiscal years 
and for any subsequent period up to the date of the balance sheet furnished pur- 
suant to (a) above. 

SECURITIES AND EXcHANGE CoMMISSION, 
Washington, D. C. 
[ Form 1-E]} 


NOTIFICATION UNDER REGULATION E ! 
Item 1. The Issuer 


State the exact name of the issuer and the address (street, city and State) of 
its principal business office. 


Item 2. Affiliates and Principal Security Holders of Issuer 


List the full name and complete address of each of the following persons: 
(a) Each affiliate of the issuer, indicating the nature of the affiliation. 
(b) Each person who owns of record, or is known to own beneficially, ten 
percent or more of the outstanding securities of any class of the issuer, 
stating the title and amount owned by each such person. 


Item 8. Directors and Officers 


List the full name and complete residence address of each of the following 
persons: 
(a) Each director of the issuer; 
(b) Each officer of the issuer, indicating all positions and offices held with 
the issuer; 
(c) Each investment adviser. 





1 The notification shall contain the item numbers and captions of all items, but the text of the items may 
be omitted if all of the information required by each item is clearly set forth under the respective item num - 
ber and caption. 











188 BRIEFING ON THE INVESTMENT ACT 


Item 4. Counsel for Issuer and Underwriters 


Give the name and address of counsel for the issuer in connection with the 
proposed offering. Furnish similar information as to any counsel for the under- 
writers. 


Item 5. Events Making Exemption Unavailable 


State whether or not any event specified in Rule 602 (b), (c), or (d) has occurred 
which would make an exemption under this regulation unavailable for securities 


of the issuer in the absence of a waiver by the Commission pursuant to Rule 
602 (e). 
Item 6. Jurisdictions in which Securities are to be Offered 

(a) List the names of the States and other jurisdictions in which the securities 
covered by this notification are proposed to be offered through underwriters, 
dealers or salesmen in such jurisdictions. 

(b) If the offering is to be made by advertisements, mail, telephone or otherwise 
in States or other jurisdictions other than those listed under (a) above, deseribe 
the methods proposed to be employed in making the offering therein and list such 
States or other jurisdictions to the extent that they are known. 

Notre.—No securities shall be offered or sold in any other State or jurisdiction 
until an amendment to the notification has been filed listing the names of the 
additional jurisdictions. 

Item 7. Unregistered Securities Issued or Sold Within One Year 

(a) As to any unregistered securities issued by the issuer within one year prior 
to the filing of this notification, state (i) the title and amount of securities issued; 
(ii) the aggregate offering price or other consideration for which they were issued 
and the basis for computing the amount thereof; and (iii) the names of the persons 
or the identity of the class of persons to whom the securities were issued. 

(b) As to any unregistered securities of the issuer which were sold within one 
year prior to the filing of this notification by or for the account of any person who 
at the time was a director, officer, or principal security holder of the issuer, or 
was an underwriter of any securities of such issuer, furnish the information 
specified in (i) through (iii) of paragraph (a). 

(c) Indicate the section of the Act or rule or regulation of the Commission 
under which exemption from registration was claimed with respect to such 
securities and state briefly the facts relied upon for the exemption. 

Item 8. Other Present or Proposed Offerings 

State whether or not the issuer is presently offering or presently contemplates 
the offering of any securities, in addition to those covered by this notification. 
If so, describe fully the present or proposed offering. 

Item 9. Exhibits 

Four copies of each of the documents specified below shall be filed as exhibits 
to the notification. List under this item all such documents filed. 

(a) Any indenture or other instruments defining the rights of holders of debt 
securities to be offered hereunder. If equity securities are to be offered, furnish 
copies of the provisions of the governing instruments defining the rights of holders 
of such securities. 

(b) All underwriting contracts relating to the securities to be offered hereunder. 

(c) If any of the securities proposed to be offered hereunder are to be offered 
for the account of any person other than the issuer, a written statement signed 
by the issuer representing that the proposed offering will not interfere with any 
needed financing by the issuer under this regulation. 

(d) The offering circular or if the offering is to be made pursuant to Rule 606, 
the statement required by paragraph (a) of that rule and any offering circular to 
be used in connection with such offering. 

(e) A written consent and certification, signed by each underwriter of the 
securities proposed to be offered hereunder. All underwriters may, with appro- 
priate modifications, sign the same consent and certification or separate consents 
and certifications may be signed by any underwriter or group of underwriters. 
At least one copy of each consent and certification shall be signed manually. 

“1. The undersigned hereby consents to being named as underwriter in a 
notification and offering circular filed with the Securities and Exchange Com- 
mission by (name of issuer) pursuant to Regulation E in connection with a 
proposed offering of (title of securities) to the public. 

“2. The undersigned hereby certifies that it furnished the statements and 
information set forth in such notification and offering circular with respect to the 
undersigned, its directors and officers or partners, that such statements and 
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information are accurate, complete and fully responsive to the requirements of 
Form 1-E and Schedule A and do not omit any information required to be stated 
therein with respect of any of such persons, or necessary to make the statements 
and information therein with respect to any of them not misleading.” 

(f) If the issuer has not yet obtained a license from the Smal! Business Admin- 
istration, copies of any contract or arrangement made to assure that the funds 


paid in by investors for the securities to be offered will be returned to them in the 
event such license is not obtained. 


SIGNATURE 2 


This notification has been signed in the City of 
Sitte O83 3. cb ic wid Beene on 


(Selling Security Holder) 


? The notification shall be signed in accordance with Rule 604. At least one copy shall be signed man- 


ually by or on behalf of the issuer and each selling security holder. Any copies not manually signed shall 
bear typed or printed signatures. 


SECURITIES AND ExcHANGE CoMMISSION, 
Washington, D. C. 
{Form 2-E] 


REPORT PURSUANT TO RULE 609 OF REGULATION E 
Name of issuer 


Name of underwriter 

Date of this revort -. 2. .<2<tst tener Se see es J 
(a) Date offering commenced? 5 ee st Ce A et eee 
(b) Date offering comnleted, if-sompleted: - 2 <...<. <<. sedwaci eck ck 


(c) If offering has not commenced, state reasons briefly 


CON 


5. Total number of shares or other units offered hereunder ___._......._------ 
(b) Number of such shares or other units sold from commencement of offer- 
Ti Wo dite 6255 2 26 ee ee ha. 5c a sapere 
(ec) Number of such shares or other units still being offered 
6. (a) Total amount received from public from commencement 
of offeritie® to mite: 2 3229 22. ee eee sees $ 

(b) Underwriting discount allowed_------ Diricdasnuveuan 
(c) Expenses paid to or for the account of 
the underwriters. ....--.0.22. 5.225 
(d) Other expenses paid to date by or for 

the account of the issuer: 

(1) Legal (including organiza- 


Won}. 25 See Sn ae es. Sk 
(2) Aceotnting: 2252.5 Seent a. se. 
(3) Printing and advertising-.. $.....__------ 
C4): Ch Ss Co Pca cecsd 


(e) Total costs and expenses ((b,, (c), and (d))__--_------- 
(f) Proceeds to issuer after above deductions ((a) minus (e))_ $ 


~I 


State briefly the nature and extent of each type of the issuer’s principal activi- 
ties to cate. 

State whether the offering has been discontinued, and if so, state the date and 
cescribe briefly the reasons for such discontinuance. 

List the names and ad@resses of all brokers and dealers who have, to the knowl- 
edge of the issuer or un“erwriters, participated in the cistribution of the 
securities offered during the period covered by this report. 

Instruction: In reports mae subsequent to the initial report, the informa- 
tion need be given only with respect to persons not previously reported. 


 - 


(Selling security holder ') 


1 At least one copy of the report shall be signed manually by each person whose signature is required. 
Any copies not manually signed shall bear typed or printed signatures. 


83659—59 14 














i 
: 


190 BRIEFING ON THE INVESTMENT ACT 


APPENDIX V 


SBA Form 414—Proposat to Operate A SMALL BUSINESS 
INVESTMENT CoMPANY 


SBA Form 414 





General 
(10-58) This Proposal, SBA Form No. 414 
Part! consists of this Part | and a Part 
= must be completed 
UNITED STATES OF AMERICA Seem oe aii 
SMALL BUSINESS ADMINISTRATION : 


instructions contained therein. 


PROPOSAL TO OPERATE ee 
A SMALL BUSINESS INVESTMENT COMPANY ee 
UNDER e 
THE SMALL BUSINESS INVESTMENT ACT OF 1958 ee 











Instructions for completing this Part | commence on Page 2 





1. Name of Proposed Operator 


























2. Location of Principal Office 
Cityor Town — ‘County a ~ State = tase 
Street and Zone 
3. Communications Relating to this Proposal 
(To be addressed) 
- three ae von 
Street and Number Telephone 
“City T : atawete Sebcattia copicn s\. > State si “FFs 
4. Initial Capital and Debt Structure 
(a) Capital Stock Par Value 
$ or ‘’No”’ Designate class if more than one class 
Authorized ae 1 ‘ Shares 
Outstanding + Eu Shares 
Sales Price Per Share $ (Cash) 
Resultant Cash 1s Capital and Surplus $ a 2 ~ ss 
If more than one class Capital Stock 
(b) Par Value 
Designate Class $ or "‘No”’ 
Authorized eS ee ee aS _ Shares 
Outstanding a ____ Shares 
Sales Price Per Share $ __ (Cash) 











Resultant Cash Proceeds as Capital and Surplus ON at ae ls 

Total Paid In Capital and Surplus from Sale of Stock I iiaeadciilvie lantnvelghge scien 
(c) Debentures (Subordinated) Proposed to be Purchased by SBA i cack tate — t 

Total Paid In Capital and Surplus as Proposed Bregb tous tissiaecdce 

Less - Organization Expenses, Incurred and Proposed $ _ 

Net Capital and Surplus $ prams ER ee 
(d) Other Outstanding Debt Securities - If Any Didba 

5. Additional Financing - If Any Contemplated 
(a) Sales of Capital Steck. $ 
es Class 
PP inndattdecbiaekans Sinden 
2. 

(b) Obligations Proposed to be Purchased by SBA ea —— 
(c) Sales of Other Debt Securities $ 
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INSTRUCTIONS 
(Relating to This Part I of Proposal) 


Generat: The initials “SBA,” where used in this Part I, shall mean the Small 
Business Administration. The words ‘Proposed Operator’ where used shall 
mean the Investment Company (whether already formed or proposed to be 
formed) on whose behalf this Proposal is submitted. The word ‘‘Proponents” 
means individuals or other entities which execute and submit this Proposal. 
This SBA Form No. 414 and the Exhibits required hereunder (unless such Exhi' its 
are excepted by specific instructions), must be completed and sumitted in trip- 
licate. Such Exhibits to he typed on a good quality bond paper for the original 
and on a good grade manifold paper for the copies, both of legal size. Each sheet 
of such Exhi*its must be identified at the top of such sheet by a number reference 
to the related Item, the Caption designated for such Item, and the name of the 
Proposed Operator as stated in Item 1, page 1 of this Proposal. Separate sheets 
must be used for each Exhi>it and where more than one sheet may be necessary 
for an Exhi'it such sheets to be securely fastened together at the top edge. ‘ 

Upon receipt of the completed Part I and Part II of this Proposal, SBA wilk 

roceed with its review, investigations and evaluations. It may call upon the 
roponents to furnish additional information and substantiations considered to 
be in the interest of the Proposal and SBA’s evaluation. 

As soon as action has been taken on the Proposal, the Proponents (see Item 3) 
will be notified and, if the Proposal is approved, will be furnished with an Applica- 
tion, SBA Form No. 415, setting forth the terms and conditions to which the 
issuance of a license will be subject. 

SBA is without authority to interpret, rule or advise with respect to any laws 
or regulations administered by the Securities and Exchange Commission, Internal 
Revenue Service or any other Federal, State, or local governmental agency and 
with respect to the Proponents’ or Proposed Operator’s responsibilities thereunder. 
Such responsibilities must be determined by and between the Proponents or 
Proposed Operator and the pertinent agencies. Any opinions or rulings of such 
agencies with respect to such responsibilities of the Proponents or Proposed 
Operator will be duly considered by SBA in its determinations. 

Instructions by reference to the items: Type in the spaces provided for Items 
1-5, inclusive, on page 1 of this Part I: 

Item 1. The full name of the Proposed Operator as set forth in the Articles of 
Incorporation. 

Item 2. Identify the location of the place in which the Proposed Operator will 
conduct its business, including street address if established. 

Item 3. The full name and address of the person duly authorized by the 
Proponents, on behalf of the Proposed Operator, to receive SBA communications. 

Item 4. This item should reflect the pro forma statement of Capital, Surplus 
and Long Term Debt of the Proposed Operator to be in effect at the time it 
commences business under license by SBA. Show, in the space provided, all the 
Organization Expenses and other liabilities, incurred or contingent, which are or 
may be capitalized or expended. Show by Exhibit to this Item 4, any explana- 
tions, details and information considered necessary to clarify any pertinent element 
not revealed in the spaces provided. 

Item 5. This item should reflect the plans of the Proponents to obtain additional 
financing within one year from date of licensing by SBA. 


REVISION OF SBA FORM 414—-FORM 414, PART I 


Page 1, Item 4. Initial Capital and Debt Structure 

(c) The line ‘‘ Net Capital and Surplus” should be changed to “ Net Capital and 
Surplus, including Subordinated Debentures,” 
Page 2, Instructions 


The instructions to Item 1 hereunder should be changed so as to read “The full 
name of the proposed operator as set forth in the existing or proposed Articles of 
Incorporation.”’ 


Page 2a, Item 6. Matters Relating to the Sale of Securities 


The entire present caption and text of this item should be deleted; the following 
text and caption should be inserted in place thereof: ‘“‘Sources of Invested Funds 
and Expansion Plans’’: “Describe fully how and in what manner the Proponents 
or the Proposed Operator plan to raise or provide for the initial capital require- 
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ments of the Proposed Operator, and state fully all plans for expansion of resources, 
including those calling for additional future investment of private (non-Govern- 
ment) funds. (Note references to other laws possibly applicable contained in 
Section 107.102—1 (d) (1) of the Regulations). Plans for retirement of Subordi- 
nated Debentures, if any, should be included.” 


Page 2a, Item 9. Charter Status 


The text of this Item should be revised to read as follows: “If already incorpo- 
rated, state the date charter was issued and identify the State in which incorpo- 
rated. If not yet incorporated, name the proposed State of incorporation. If 
State charter has been obtained or is believed available, there should be furnished 
as an Exhibit an opinion of € ounsel for the Proposed Operator that the Proposed 
Operator is (or can be) chartered under State law to conduct (in the area defined 
under Item 10 hereof) only the activities described under Title III of the Act, 
in accordance with and subject to the provisions and purpose of the Act and sub- 
ject to reguiations prescribed by SBA under the Act.” 

“Other Exhibits to be submitted under this Item 9, include (a) the proposed or 
actual Articles of Incorporation showing the names of the incorporators, and the 
By-Laws of the Proposed Operator, and (b) the certificate of incorporation, if 
granted. 

If Proponents or Proposed Operator cannot obtain a charter from a State to 
operate in accordance with the purpose of the Act, the original instruments, 
writings and opinions evidencing the inability or refusal of the subject State(s) 
to grant such charter, or evidencing the inability of Proposed Operator to operate 
in accordance with the purposes of the Act shall be furnished as exhibits. Also, 
in the event of such inability or refusal, the legal brief of counsel for the Proponents 
or the Proposed Operator, covering the legal bases and opinion of such counsel 
with respect to said matter shall be furnished as an Exhibit. The furnishing of 
such negative evidence will be considered as a specific proposal that SBA consider 
the grant of a charter to the Proposed Operator under the authority of Section 
301 (c) of the Act.” 


Page 2a, Item 10. Area of Operations 


The following should be substituted for the text of this item: ‘Define the pre- 
cise geographical area(s) in which the business of the Proposed Operator will be 
principally carried on, indicating the locations of branch offices or agencies pro- 
posed to be established within sixty days following issuance of a license and the 
areas to be served by each.” 


Item 12. Plan of Operations 


The text of this Item should be revised to read as follows: ‘‘State fully the 
general plan of operation, including in detail, among other elements, (a) cash 
budgeting—integrating cash forecasts and operating programs, and anticipated 
capital expenditures, including acquisition of fixed assets, (b) operating personnel, 
functions and compensation (other than management personnel included in Item 
14 below), (c) use of investment advisers or managers, if any, and basis of re- 
muneration.” 


Page 2a, Item 18. Policies 


Clause “‘(c)’”’—(‘‘underwriting of securities issued by small business concerns’’) 
should be deleted. Clauses (d) through (m) should be relettered to be clauses 
(c) through (I). 

Additional text is added as follows: 

“Response to this Item should include a statement of the maximum rates of 
interest to be stated in convertible debentures purchased and in instruments 
evidencing long term loans to be made by the Proposed Operator where no maxi- 
mum rate is applicable under local law. 

‘Particular attention should be given to Section 107.304-1 (i) of the Regula- 
tions calling for a statement in this Proposal of policy as to standard conditions 
and provisions to be imposed generally in connection with purchase of convertible 
debentures.” 


Page 2b, Item 14. Management 


Subparagraph (d) should be revised by changing the words “past 15 years” to 
read “‘past 10 years.” 
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FORM 414, PART II 
Instructions 


The figure **20%” in the second sentence of the Instructions should be changed 
to 10%.” 


Notre.—The information to be furnished under the following Items 6-19, 
inclusive, to be by Exhibits: 


Item 6. Matters Relating to the Sale of Securities 


(a) State whether the Proponents or the Proposed Operator will undertake to 
provide any capital for the Proposed Operator by means of the sale of any of its 
securities to the general public. 

(b) If no such offering is to be made to the general public, name the persons 
or state the number of persons to whom each class of the Proposed Operator’s 
securities is to be offered, state the relationship of such persons to the Proposed 
Operator or the Proponents (e. gz. members of local Chamber of Commerce, busi- 
ness associates, officers of a particular business, etc.), and state whether such 
persons are to take the securities for investment or whether they are to be taken 
for resale to others. 

(c) Describe the manner in which the securities of the Proposed Operator are 
to be offered: e. g. personal contact (indicating whether by paid salesmen or 
otherwise), use of printed sales literature, newspaper or other advertising, etc. 

(d) State whether it is intended to register any of the securities under the 
Securities Act of 1933. If not. state which exemption from registration is con- 
sidered applicable (e. g. private offering exemption) and state the facts which are 
cousidered to be the basis for availability of such exemption. 

(e) State the number of owners of its securities (including beneficial owners) 
of each class and the total number of owners which it is estimated the Proposed 
Operator will have upon the completion of its initial financing. 

(f) State, if the Proposed Operator contemplates additional capital financing 
as outlined in Item 5, or otherwise, whether such capital is to be raised by means 
of a public offering of securities or otherwise. 

(zg) State whether the Proposed Operator will register under the Investment 
Company Act of 1940 and, if not, indicate the exception or exemption in that 
Act relied upon to make such registration unnecessary. 


Item 7. Balance Sheet 


Submit a Pro Forma Balance Sheet of the Proposed Operator giving effect to 
the condition of the Proposed Operator and to the capital structure contemplated 
under Item 4 above, as of the date the Proposed Operator may be entitled to be 
licensed by SBA, and identify all items that are estimates. Appropriate footnote 


comments to be made with respect to all entries that are not self-explanatory as 
to details. 


Item 8. Details of Securities 


(a) State the title of each class of Capital Stock indicated in Items 4 and 5 
above, and outline briefly dividend rights, voting rights, liquidation rights, pre- 
emptive rights, and all other rights, privileges, preferences and restrictions, if any. 

(b) State the title of each class of long term debt included in Item 4 (d) above, 
and outline briefly the provisions thereof with respect to interest, maturity, con- 
version, redemption, priorities, sinking funds, ete. 

(Only a brief resume is required with respect to (a) and (b), and not full legal 
descriptions of the provisions or related instruments.) 


Item 9. Charter Status 


State whether, with respect to the proposed State of incorporation, the cor- 
porate charter of the Proposed Operator, conforming to the provisions of Section 
107.301-1 of the Regulations, has been (a) granted, or (b) denied, or (c) otherwise 
is not available because the laws of such State do not permit the issuance thereof or 
do not enable the Proposed Operator to operate in accordance with the purposes 
of the Act. 

Other Exhibits to be submitted under this Item 9, to include (a) the Articles of 
Incorporation showing the names of the incorporators, and the By-Laws of the 
Proposed Operator, and (b) the certificate of incorporation, if granted, or, the 
original instruments, writings and opinions evidencing the inability or refusal of 
the subject State to grant such charter, or evidencing the inability of Proposed 
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Operator to operate in accordance with the purposes of the Act. The furnishing 
of such negative evidence will be considered as a specific proposal that SBA 


authorize the execution and submission of an Application by the Proposed Opera- 
tor to be chartered by SBA. 


Item 10. Area of Operations 
Define the precise geographical area in which the Proposed Operator will operate. 
Item 11. Need for the Proposed Operator in the Area. 


State fully the considerations and elements, upon which the Proponents deter- 


mined the need for establishing the Proposed Operator and operating in the area 
shown in Item 10. 


Item 12. Plan of Operations 


State fully the general plan of operation, including a detail, among other ele- 
ments, (a) cash budgeting—integrating cash forecasts and operating programs, 
and anticipated capital expenditures, including acquisition of fixed assets, (b) 
operating personnel, functions and compensation (other than management per- 
sonnel included in Item 14 below), (c) use of investment advisers, if any, and basis 
of remuneration. 


Item 13. Policies 

State fully the broad policies of management, which, among other fundamental 
policies, should include the consideration of (a) long term goal with respect to 
capital and debt securities financing, (b) borrowing of money, (c) underwriting of 
securities issued by small business concerns, (d) concentration of investments in 
special and/or limited types or kinds of small business concerns, (e) limitations on 
amount of investment in any one concern, including limitations of discounts, fees, 
or other considerations by or through which the Proposed Operator may benefit in 
the financing of such concern, (f) percentage of voting securities, represented by 
conversion rights of debentures, purchased from any one concern, (g) extent of 
control of, or participation in, the management of small business concerns, directly 
or indirectly through affiliates or persons having a direct or indirect interest in the 
Proposed Operator, (h) participations with other Small Business Investment 
Companies in the financing of small business concerns, (i) resale of portfolio 
securities from time to time, (j) basis for determining sales price of stock, under 
the mandatory provisions of the Act, for purchase by small business concerns, 
(k) extent to which any authority may be exercised or delegated for the approval 
of the action to be taken with respect to borrowings, investments in and loans to 
small business concerns, and the resale or other dispositions of portfolio securities, 
(1) internal and external controls over the safeguarding of funds and owned 
securities, issuance and transfers to Proposed Operator’s shares and securities, 
purchases and disbursements (other than investments in and loans to small 
business concerns), (m) services to be rendered by and to banks and other financial 
institutions under Section 308 (a) of the Act, and those services authorized under 
Section 308 (b) of the Act. 


Item 14. Management 


(a) For purposes of this Item 14, management is deemed to comprise all per- 
sons who are, or propose to be, officers and directors of the Proposed Operator, 
and also such other persons and entities individually owning or proposing to own 
10% or more of the voting shares of the ee Operator proposed to be out- 
standing as stated under Items 4 (a) and 4 (b) above. The list of such persons 
required to be furnished hereunder must include, but not be limited to, all officers, 
directors, and legal counsel, notwithstanding that one or more of such official per- 
sons mav not be or propose to be stockholders. 

(b) List all persons, defined as management in (a) above, on a single sheet, as 
the Exhibit to this Item 14, and show with respect to each such person: 
Pepe. CU forse oone si SU ud Sodeted_ eee gue seats aoa bu 
(2) Titles or Relationship 
CO pPaCOMIpOnmetIOn i eCeide Unl, sult cebu GeUlguii oe al bss mi. 
(4) Percent of Voting Stock 


Show each actual or proposed title and relationship for each person, viz. (presi- 
dent and director). If anv such person is a stockholder only, state ‘‘None”’ under 
column (2). Also under columns (3) and (4) enter “None” where applicable. 

(c) Supplement the Exhibit under (b) above as attachments thereto, with state- 
ments, with respect to the voting shares listed and the persons to whom ascribed, 
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showing full details concerning any of the following conditions, if any such exist, 
viz. (1) shares beneficially or indirectly owned, or to be so owned, by others, (2) 
shares subject to reseale, transfer or option to others, (3) shares subject to any 
loan or pledge incident to the purchase thereof, or (4) shares subject to any under- 
standing or commitment with respect to the exercise of the voting rights. 

(d) Supplement the Exhibits to this Item 14, as attachments thereto, with re- 
spect to each officer and director listed under (b) above, a separate sheet showing 
the following information: (1) name and address, (2) age, (3) years of high school 
and colleges, and degrees received, if any, (4) a summary of business or other 
vocational experience during the past 15 years—stating the periods of each pri- 
mary activity and the names of the firms, concern, or entities with which associ- 
ated, (5) title, position, and ownership interest, (6) basic functions and responsi- 
bilities, (7) a summary of anv special experience or qualification pertinent to the 
Proponents’ management responsibilities, and (8) list all business concerns with 
which each person listed under Item 14 (b) above is presently; affiliated by way of 
office, direct ownership, stock ownership of 10% or more of any class of stock of 
such concerns, direct or indirect control, or affiliation otherwise, showing names 
and addresses of such concerns, details of relationship and ownership. 


Item 15. Functions of officers 


State fully the duties, functions, responsibilities, of each officer of the Proposed 
Operator as listed in Item 14 (b) above, which must include specific and detailed 
authorized powers and limitations thereof, delegated singly or jointly with others, 
with respect to contracts, commitments, investments, loans, funds, other assets 
and liabilities of, or on behalf of, the Proposed Operator. 


Item 16. Previous Government Financing 


List, with respect to any company controlling, or controlled by, any of the per- 
sons named in Item 14 (b) above, the assistance received from, requested of, or 
refused by, either the Small Business Administration or the Reconstruction 
Finance Corporation to the extent that anv phase of such assistance, request or 
refusal may have occurred, existed, or remained pending during any part of the 
past five years. State the name of each such person, related company, and gov- 
ernment agency, and show the original amount, the date, and the balance, if any. 


Item 17. Investment Company Affiliations 


List persons named in Item 14 (b) who have or contemplate direct or indirect 
ownership of stock in any other Small Business Investment Company, or have 
other affiliations therewith, and show the names of such Companies and the per- 
centum of stock ownership involved or such other affiliation. 


Item 18. Names of Attorneys, Accountants, and Other Parties 


List the names, addresses, description of services, total compensation to be paid 
and compensation already paid, of all attorneys, accountants, appraisers, agents, 
and all other parties (whether individuals, partnerships, association, or corpora- 
tions) engaged by or on behalf of the Proposed Operator, whether on a salary, 
retainer or fee basis and regardless of the amount of compensation, for the pur- 
pose of rendering professional or other services of any nature whatever to Pro- 
posed Operator or Proponents, in connection with the preparation or presentation 
of this Proposal. 


Nore.—It is not required that representatives be employed in order to file this 
proposal with SBA 


Item 19. Pre-Proposal Negotiations 


Summarize the details of any negotiations and any commitments, contingent 
or otherwise, made, or definitely contemplated, by the Company or by any of 
the persons named in Item 14 above, with any other person or to any small 
business concern, with respect to any financial assistance proposed to be furnished 
by the Proposed Operator. 

Proponents should immediately notify SBA of any change in or addition to the 
information set forth above. 


DECLARATION OF PROPONENTS 


1. We, the undersigned proponents, numbering._-....-..---------- persons 
are identified in the Exhibits to Item 14 above as being all the officers and direc- 
tors of the Proposed Operator, either proposed or duly elected, and all those per- 
sons who otherwise individually own or propose to own, directly or indirectly, 
10% or more of the voting stock of the Proposed Operator. We represent 
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that each of us has read the full text of Titles I, II, III, and VII of the Small 
Business Investment Act of 1958, and the SBA Regulations pertaining thereto. 
We further represent that all information submitted in this Proposal and in the 
Exhibits submitted therewith, or in connection therewith, is true and complete 
to the best knowledge and belief of each one of us. 

2. We hereby propose that the Proposed Operator be approved in all respects 
to operate under the Small Business Investment Act of 1958, subject to complete 
compliance by the Proponents and the Proposed Operator with all applicable 
provisions of said Act, and the pertinent regulations of the Small Business Ad- 
ministration. ' 

3. Upon notification by SBA, as provided under Section 107, 201-2 (i) (1) of 
the Regulations, we the Proponents will proceed with all action necessary to qualify 
the Proposed Operator for execution and submission of an Application, in accord- 
ance with the provisions of Section 107.201-3 of the Regulations. 

4. Subject to the issuance of a SBA License to the Proposed Operator, we hereby 
covenant that, prior to or simultaneously with such issuance of a license, we will: 

a.-Furnish the Small Business Administration with evidence satisfactory 
to it that the capital and surplus to be provided as stated in paragraphs 4 
(a) and (b) of the Proposal, and represented by cash, will have been duly paid 
in to the Proposed Operator, and the shares of capital stock will have been 
duly issued therefor to the persons entitled to receive same, provided how- 
ever that the Proposed Operator shall be legally entitled to effect such trans- 
actions, or 

b. Enter into such escrow arrangement with such banking institution, as 
both may be approved by the Small Business Administration, which will 
effect the same results as provided for in paragraph 4a. above, at the earliest 
time the Proposed Operator shall become legally entitled to effect such 
transactions. 

c. Take all actions necessary to comply with all applicable Federal, State, 
and Municipal laws, and will furnish the Small Business Administration such 
evidence thereof as it may require. 

5. We, by our signatures below, certify that: Except as stated in the Exhibit 
to Item 18 of the Instructions contained in the Proposal, no one of us has paid or 
incurred any obligations to pay, directly or indirectly, or has caused the Proposed 
Operator to so pay or to incur any obligation to so pay, any fee or other compensa- 
tion for obtaining the approval herein proposed. 


Signature Signature Signature 
Typed Name Typed Name Typed Name 
Signature Signature Signature 


Typed Name 


T yi ed Name : Typed AME na Ye. 


Signature 


"Signature Signature 
.. yped Name = # TypedName -  @yped Name —™” 
a ten ae. oe es te it ore ey Signature 
| Qin i __ thik Typed Name -— 
eee OS ae en cma Signature it) ae eT 


eee ooene----- ~ een ere ceeee 


Typed ‘Name Typed Name Typed Name 
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SBA Form 414 


(10-58) BU 
\ BUS; - . 
mar ca Ay INSTRUCTIONS 
SNS UNITED STATES OF AMERICA This form shall be submitted in triplicate to the 
a i) 4 SMALL BUSINESS ADMINISTRATION SBA Regional Office with which Part I, SBA 
_ les | b WASHINGTON aa, 0.'C. Form 414, is filed. All questions must be an- 
o nV oO swered by all proposed officers, directors and 
4, at — STATEMENT OF CHARACTER each person who will own 20% or more voting 


AND REFERENCES 


stock of the proposed operctor. 





Name and Address of Proposed Operator 
(Street, City and State) 










Personal Statement of: 
First Middle Last 


2. Date of Birth: (Month, day and year) 





3. 





Place of Birth: (City and State or foreign country) 


Starting with present address list residence addresses since 1940: 
rom To Address 


S 
F 








5. Starting with present employer list all employers since 1940: 
From To Employer Address Position Held 


6. List Three Character References: 


Full Name Home or Business Address s or Occupation 








7. CERTIFICATION I hereby certify that: 


(a) I am not now and have never been a member of any foreign or domestic organization, association, movement, group, or 
combination of persons which is totalitarian, fascist, communist or subversive, or which has adopted, or shows, a 
policy of advocating or approving the commission of acts of force or violence to deny other persons their rights under 
the Constitution of the United States, or which seeks to alter the form of government of the United States, by uncon 
stitutional means. 


(b) I have never been atrested, charged, held or convicted by any Federal, State or other law enforcement authority for any 
violation of Federal, State (including U. S. territories and possessions), county or municipal law, regulation or ordi- 
nance, excluding minor traffic violations for which a fine of $25 or less was imposed, or any offenses that occurred 
prior to my sixteenth birthday; nor have I, individually or through any company with which I hold or have held a posi- 
tion of responsibility, been involved in any official actions by Federal or State authorities involving violations of 


Securities, Banking or similar Laws. 


(Any reservations, qualifications, or exceptions to this certification are set forth by statement attached hereto.) 





(NOTE: ALL, FACTS GIVEN WILL BE SUBJECT TO VERIFICATION. BEFORE SICNING THIS FORM, REVIEW IT TO BE CERTAIN THAT ALL QUES- 
TIONS ARE ANSWERED CORRECTLY AND FULLY. A FALSE STATEMENT OR DISHONEST ANSWER TO ANY QUESTION MAY BE GROUNDS FOR 
ADMINISTRATIVE ACTION AND IS PUNISHABLE UNDER SECTION 16 OF THE SMALL BUSINESS ACT, AS AMENDED, AND OTHER FEDERAL LA®S.) 


The certification made above and statements attached hereto are true, complete and correct to the best of my knowledge and 
belief, and are made in good, faith and are submitted for the purpose of inducing SBA to take action in connection with the 
proposal made in Part I of this Form or the issuance of a license. 











Signature 
FOR AGENCY USE 
Title 
File No. 
Date 





oro senres 











198 BRIEFING ON THE INVESTMENT ACT 


AppEeNpIx VI 


SBA Recutations Unper Sections 501 anp 502: Loans To 
State AND LocaLt DEVELOPMENT COMPANIES 


(Federal Register, December 31, 1958, pp. 10511-10513) 


Part 108—Loans To StTaTE AND LocaL DEVELOPMENT COMPANIES 


GENERAL 
Sec. 

108.1 Policy. 

108.2 Definitions. 

108.3 Procedures for loan applications. 


LOANS UNDER SECTION 501 
108.501 Statutory provision. 


108.501-1 Section 501 loans. 


LOANS UNDER SECTION 502 
108.502 Statutory provision. 


108.502-1 Section 502 loans. 


AUTHORITY: §§ 108.1 to 108.502-1 issued under sec. 5, Pub. Law 85-536, sec. 308, Pub. Law 85-699. 
GENERAL 


§108.1 Policy. As part of the Concressional policy to improve and stimulate 
the national economy in general, and the small-business segment thereof in 
particular, by establishing a program to stimulate the flow of private equity 
capital and long-term loans for the sound financing of the operations, growth, 
expansion and modernization of small-business concerns, the Small Business 
Administration is authorized to make loans to State and local development 
companies which will further that policy. This policy shall be carried out in 
such manner as to insure the maximum participation of private financing sources. 
No such loan shall be made if the effect thereof will be to cause a substantial 
increase of unemployment in any area of the country. 

§ 108.2 Definitions. For purposes of this part: 

(a) ‘‘Administrator’’ means the Administrator of the Small Business Adminis- 
tration. 

(b) “SBA” means the Small Business Administration. 

(c) ‘“Small-business concern’? means a business concern which would qualify 
as a small business under §§ 121.3-2 and 121.3—5 of this chapter. 

(d) “Development company”? means an enterprise incorporated under the 
law of one of the several States, the Territories of Alaska and Hawaii, the Dis- 
trict of Columbia or the Commonwealth of Puerto Rico with the authority to 
promote and assist the growth and development of small-business concerns in 
the areas covered by their operations, provided that said authority need not be 
an exclusive authority but may be part of an over-all authoritv to assist the 
growth and development of business generally in such areas. Such development 
company may be organized either as a profit or non-profit enterprise. A State 
development company is a corporation organized under or pursuant to a special 
legislative Act to operate statewide. A local development company is a cor- 

oration with a broad base of ownership incorporated under anv applicable 
State laws by parties interested in furthering the economic development of their 
communities and environs. 

(e) “Section 501 loan’”’ means a loan authorized under section 501 of the Small 
Business Investment Act of 1958 

(f) ‘‘Seetion 502 loan” means a loan authorized under section 502 of the Small 
Business Investment Act of 1958. 

§ 108.3. Procedures for loan applications—(a) Form of application. An appli- 
cation for a section 501 or 502 loan will be made upon ‘‘SBA Form 4” and shall 
include all other pertinent information required in supporting schedules and 
forms. The application and supporting materials will be submitted in duplicate 
if the request is for a direct loan from SBA. If the loan is to be made in par- 
ticipation with a bank or other lending institution the application and support- 
ing materials will be submitted in triplicate. Detailed instructions on filling out 
application forms will be found on SBA Form 4 and SBA Form 4A. 

(b) Place of filing. Application may be made to any SBA field office serving 
the area in which the applicant is located, if no bank participation in the loan 
is available. If a bank participation is available, the application shall be sub- 
mitted to such bank or other lending institution which will in turn execute the 
Application for Participation Agreement contained on page 4 of SBA Form 4 
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and transmit two copies of the application and supporting materials to any SBA 
field office serving the area in which the applicant or participating institution may 
be located. 

(ec) Acceptance of application—A loan application may be rejected before 
docketing for processing by SBA when the application is incomplete in any 
material respect. 

LOANS UNDER SECTION 501 


§ 108.501 Statutory provision. 


“Sec. 501. (a) The Administration is authorized to make loans to State develop- 
ment companies to assist in carrying out the purposes of this Act. Any funds 
advanced under this subsection shall be in exchange for obligations of the develop- 
ment company which bear interest at such rate, and contain such other terms, as 
the Administration may fix, and funds may be so advanced without regard to the 
use and investment by the development company of funds secured by it from 
other sources.” 

‘‘(b) The total amount of obligations purchased and outstanding at any one 
time by the Administration under this section from any one State development 
company shall not exceed the total amount borrowed by it from all other sources. 
Funds advanced to a State development company under this section shall be 
treated on an equal basis with those funds borrowed by such company after the 
date of the enactment of this Act, regardless of source, which have the highest 
priority, except when this requirement is waived by the Administrator.” 

§ 108.501-1 Section 501 loans. (a) SBA is authorized to make loans to State 
development companies to assist in carrying out the purposes of the Small Business 
Investment Act of 1958, in such manner as will stimulate and supplement the 
flow of private equity capital and long-term loan funds for the sound financing 
of the onerations, growth, expansion and modernization of small-business concerns. 

(b) Such loans may be made without regard to the use and investment by the 
development company of funds secured by it from other sources. If the SBA 
should find that the State development company has other funds available which 
may fulfill in whole or in part the purpose of the requested loan, it may refuse to 
make the requested loan or it may approve the loan in a reduced amount. How- 
ever, SBA has the right in its sole discretion to determine at the time of considering 
a loan to a State development company whether funds then available to it from 
other sources can be used to better advantage if used for the purpose for which 
the SBA loan was requested. 

(1) Loan amount. The maximum amount of obligations purchased and 
outstanding at any one time by SBA for a section 501 loan to any one State 
development company may not at any time exceed the total amount borrowed 
and outstanding by such company from other sources. Subject to the foregoing 
limitation, a loan authorized under this authority shall be in such amount as 
determined by SBA to be consistent with sound business practice and the pur- 
poses for which such loan is requested. 

(2) Repayment of loan. Except when this requirement is waived by SBA, the 
rate of repayment shall be adjusted by SBA so that a 501 loan shall be repaid 
at no lesser rate than the other debts of the development company which first 
become due; provided, however, that at no time will a 501 loan to a development 
company exceed the limitation set forth in paragraph (a) of this section. 

(3) Security. Exeept where this requirement is waived by SBA when the 
circumstances justify such action, funds advanced to a development company 
under a 501 Loan shall be secured on an equal basis with those funds borrowed 
by such company after August 21, 1958, regardless of source. Equal basis does 
not require that all SBA funds be secured to the highest degree that any other 
development company funds are secured. It means that SBA funds shall be 
secured on a ratable basis. 

(4) Loan purposes. (i) Subject to the approval of SBA, the proceeds of loans 
to State development companies may be used to provide equity capital and 
make long-term loans to small-business concerns. For the purpose of this section 
a long-term loan shall have a final maturity of not less than five years. State 
development companies may use section 501 loan proceeds to purchase capital 
stock in, or to relend to, small-business concerns in need of assistance to finance 
their operations, growth, expansion or modernization: Provided, however, That 
said authority to purchase or otherwise acquire capital stock or any other pro- 
prietary interest in a borrower shall extend only to State development companies 
which are owned and controlled by private interests. 
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(ii) Prior to the approval of a loan to a State development company, the 
applicant must disclose to SBA the purposes for which the loan will be used and 
establish to the satisfaction of SBA that the loan will further the intent of the 
Small Business Investment Act of 1958. 

(iii) No loan will be made unless the proceeds thereof will be used within such 
period of time as may be approved by SBA. The proceeds of a loan may, in a 
proper case, be used to replace interim financing obtained subsequent to the 
application for the loan. 

(5) Interest rate. Interest on 501 loans shall be five per centum per annum. 

(6) Mvcturity of loans. A loan shall not be made for a term longer than twenty 
years. Repayment of obligations may be amortized on any mutually satisfactory 
basis. Payment of all or any part of a loan may be anticipated without penalty on 
any interest payment date. 

(7) Firm commitment. <A firm commitment may be given by SBA subject to 
the payment of a commitment fee computed on the basis of one per centum per 
annum. 

(8) Indulgence. SBA, in its discretion, may allow a deviation from or a 
mocification of the terms of a loan at the request of a State development company 
upon a showing of good cause, provided, however, that in allowing such deviation 
or modification the SBA may attach to such allowance whatever conditions it 
believes to be desirable, in which event the privileges under the allowance may be 
exercised only under prescribed conditions. 


LOANS UNDER SECTION 502 


§ 108.502 Statutory provision. 

“The Administration may, in addition to its authority under section 501, make 
loans for plant construction, conversion or expansion, including the acquisition 
of lan‘, to State and local development companies, and such loans may be made 
or effected either directly or in cooperation with banks or other lending institutions 
through agreements to participate on an immediate or deferred basis: Provided, 
however, That the foregoing powers shall be subject to the following restrictions 
and limitations: 

**(1) All loans made shall be so secured as reasonably to assure repayment. In 
agreements to participate in loans on a deferred basis under this subsection, such 
participation by the Administration shall not be in excess of 90 per centum of the 
balance of the loan outstanding at the time of disbursement. 

*.2) The proceeds of any such loan shall be used solely by such borrower to 
assist an identifiable small-business concern and for a sound business purpose 
approved by the Administration. 

*3) Loans made by the Aaministration under this section shall be limited to 
$250,000 for each such identifiable small-business concern. 

*“(4) Any development company assisted under this section must meet criteria 
established by the Administration, including the extent of participation to be 
required or amount of paid-in capital to be used in each instance as is determined 
to be reasonable by the Administration. 

*“(5) No loans, including extensions or renewals thereof, shall be made by the 
Administration for a period or periods exceeding ten years plus such additional 
period as is estimated may be required to complete construction, conversion or 
expansion, but the Administration may extend the maturity of or renew any loan 
made pursuant to this section beyond the period stated for additional periods, 
not to exceed ten years, if such extension or renewal will aid in the orderly liquida- 
tion of such loan. Any such loan shall bear interest at a rate fixed by the Adminis- 
tration. 

“(6) No loan shall be made under this section to any local development com- 
pany after June 30, 1961.” 

§ 108.502-1 Section 502 loans. SBA is authorized to make loans to develop- 
ment companies to finance plant construction, conversion or expansion, including 
the acquisition of land: Provided, That such loans will assist an identifiable small- 
business concern in accomplishing a sound business purpose: And, provided further, 
That no loan may be made under this section to any local development company 
after June 30, 1961. 

(a) Sound business purpose. A loan will not be considered to be for a sound 
business purpose (1) if, in any case where the relocation of a small-business concern 
is involved, the relocation will result in the avoidance by such concern of obliga- 
tions incurred in the location from which the move is to be made or if the primary 
incentive for such relocation is a local subsidy; (2) if the concern is being relocated 
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from another area unless there is demonstrated to SBA a need to locate closer to 
the source of basic materials or to major consumers, or to consolidate operations 
in one location, or unless such relocation is justified by other reasons satisfactory 
to SBA; (3) if it is to accomplish an expansion or conversion which is unwarranted 
in the light of the small-business concern’s past experience and management 
ability; (4) if it will subsidize inferior management; (5) if it provides funds for 
speculation; or (6) if its effect will be to encourage monopolies or be inconsistent 
with accepted standards of the American svstem of free competitive enterprise. 

(b) Ineligible categories. A loan will not be made if (1) it provides assistance 
for an eleemosynary institution; (2) it is to finance the construction, acquisition, 
conversion or operation of facilities which are or will be used for recreational or 
amusement purposes; (3) it will provide assistance to a newspaper, magazine, 
radio or television broadcasting company or similar enterprise; (4) it provides 
assistance for a small-business concern, any part of whose gross income or that of 
any of its principal owners is derived from gambling activities; (5) a substantial 
portion of the smail-business concern’s gross income is derived from the sale of 
alcoholic beverages; or (6) it provides assistance for a small-business concern 
primarily engaged in lending or investment. 

(ec) Collateral. All loans made under this section shall be so secured as reason- 
ably to assure repayment. The nature and value of the collateral as determined 
by the SBA shall be such that upon liquidation SBA can reasonably expect to be 
repaid in full. Collateral shall be insured against such hazards and risks as SBA 
may require. 

(d) Loan amount. (1) Loans made by SBA under this section shall be limited 
to $250,000 tor each identifiable small-business concern. The total unpaid 
amount of any such SBA loan or loans in aid of a particular small-business con- 
cern shall never exceed $250,000. (2) Development companies mav be elizible 
to be considered for such additional loans of not more than $250,000 each, as 
there may be additional identifiable small-business concerns to be assisted. 

(e) Participation by the development company. A development company may 
be required to furnish a reasonable part of the funds necessary to accomplish the 
plant construction, conversion or expansion, or the acquisition of land. S3A 
may require that the funds to be furnished by the development company be de- 
rived from paid-in capital or surplus of the development company as well as from 
other sources. The amount of paid-in capital to be required will depend in part 
upon the amount of the loan, the maturity of the loan, the extent to which other 
borrowings of the development company may be subordinated to the S:iA loan 
and such other factors as the SBA may consider appropriate to the individual 
case. For the purposes of this section “paid-in capital” is cash and property 
actually received in exchange for shares of stock issued by the development com- 
pany or cash and property contributed to the development company without 
obligation therefor. 

(f) Other financing. (1) A loan will not be made unless the development com- 
pany and the small-business concern shall show to the satisfaction of SBA that 
the desired financial assistance is not available on reasonable terms. 

(2) In the case of a development company, it shall be satisfactorily demon- 
strated that the desired financing is not available by means of sale of stock in the 
development company; from funds agreed to be furnished by participating mem- 
bers of the development company; and by means of loans from not less than two 
lending institutions within the area served by the development company which 
have a sufficient legal and normal lending limit to cover the loan applied for. If 
such development company be a public corporation it shall show that such finan- 
cial assistance is not reasonably available from an appropriation of pubiic funds, 
nor by the public issuance of its bonds or other means. 

(3) In the case of a small-business concern, the demonstration of the unavaila- 
bility of the desired financial assistance on reasonable terms shall be in accordance 
with § 120.42 (a) of this chapter. SBA will rely on the development company’s 
certification as to the unavailability of such other financial assistance to the small- 
business concern. 

(g) Participation by other financial institutions in loans to development companies. 

n order to stimulate and encourage loans by banks and other lending institutions, 
the SBA shall require that: 

(1) An applicant for a loan show that a participation by another lending insti- 
tution is not available. No financial assistance shall be extended in participation 
with another lending institution on an immediate basis unless the applicant shall 
show that a participation on a deferred basis is not availiable. 
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(2) In all agreements to participate in loans on a deferred or immediate basis, 
the participation by SBA shall not be in excess of 90 percent of the balance of the 
loan outstanding at the time of disbursement. 

(3) Participation charges and service fees shall be in accordance with § 120.4—-3 
(b) (1) and (3), respectively, of this chapter. 

(h) Interest rate. The interest rate on SBA’s share of a 502 Loan to a develop- 
ment company shall be five and one-half per centum per annum, 

(i) Loan maturity. The maturity of any loan under this section may not 
exceed ten years plus such additional period as is estimated may be required to 
complete construction, conversion, or expansion. It shall be the policy of SBA 
generally to require repayment of the loans in equal periodic installments. Exten- 
sions or renewals of loans for additional period not to exceed ten years beyond the 
stated maturity may be granted by SBA only if such extension or renewals will aid 
in the orderly liquidation of such loans. 





Apprenpix VII 


ADDITIONAL QUESTIONS SUBMITTED BY REGISTRANTS AND ANSWERED 
By SMALL Bustness ADMINISTRATION 


1. Q. If a company has previously received SBA certification on No. 355, for 
example, in connection with defense contracting, is it automatically small under 
the Small Business Investment Company Act, regardless of the limitations of 
section 107.103-1? 

A. No. It must be determined to be a small-business concern as defined in 
section 107.103-1 of the regulations pertaining to small-business investment 
companies. 

2. Q. In defining ‘‘smal-business concerns,”’ do you mean $5 million net assets 
after deducting liabilities? 

A. No. Total assets after evaluation reserves. 

3. Q. What chance does a prospective small-business investment company have 
in obtaining section 302 debentures? Specifically, what criteria will be used to 
evaluate ‘‘need’”’ of Government funds? 

A. Sections 107.302-1 (ce) and (d) provide the answers to these questions. 

4. Q. In order for SBID to adjudge good management, it would seem that at 
least one of the officers must have commercial or investment banking experience. 
Is this true? 

A. These and similar types of experience are desirable. 

5. Q. What will be the antipirating standard in terms of number of employees 
or percent of employment in an area? 

A. Each ease should be considered on its merits. 

6. Q. You must envisage certain basic minimum operating costs to place a 
small-business investment company in operation: What would be average monthly 
rate “guesstimate”’ of the sum of these costs? Maybe you detail a hypothetical 
case on this problem based on a 6-month operation. 

A. The proponent will submit his best estimate in the proposal. No exact 
criteria are possible because of the wide variation in size and type that is en- 
visioned, 

7. Q. Could all the investors of a small-business investment company be 
corporate interests such as banks, real estate companies, utilities, and manu- 
facturing concerns? 

A. Yes; if O. K. under other applicable statutes. 

8. Q. Why must we pay 5 percent when you pay 3% percent? Must you make 
a profit? 

A. Based on current rates for relending, 5 percent is reasonable. Furthermore, 
this carries out the intent of the act that maximum use of private sources be 
insured. 

9. Q. Will interest rates charged by small-business investment companies be 
limited to the legal rates of the States in which small-business investment com- 
panies are incorporated? The 1-percent spread between 5 percent cost and say 
6 percent income is inadequate, even for a bank operation. 

A. The range of interest rates expected to be charged by the licensees must be 
in accordance with applicable local laws, and must be set forth in the proposal 
for the prior approval of SBA. 

10. Q. What, if any, thoughts have been given to some form of risk insurance 
in connection with a small-business investment company’s lending activities? 

A. The Congress has given consideration to various forms of risk insurance 
and no action has so far been taken. 
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Q. Has SBID any plans for a loan insurance program or program similar 
to FDIC or Federal savings and loan insurance to protect investors in public 
companies? 


A. No. 

12. Q. A owns real estate in the amount of $5 million, subject to mortgages 
in the amount of $4 million. A also controls two corporations active in other 
businesses. Will these two corporations affiliated be prohibited from borrowing 
from a small-business investment company? 

A. On a prima facie basis, yes; but, the company may apply for an exception. 

13. Q. Under section 301, paragraph d, subsection 8, is it intended that a 
small-business investment company could build an industrial building on specu- 
lation, if it can be reasonably shown that there is a definite need for modern 
buildings in the area in which the small-business investment company operates, 
and that the small-business investment company could profit through evaluated 
sale on leaseback terms to buyer or lessee of the building? 

A. No. This is an incidental power without which the operations of any corpo- 
ration might be seriously hampered. (See sec. 107.301-1.) It is, however, pos- 
sible that a licensee could construct a building for its own use, but the percentage 
of the building space which must be actually used by the licensee has not yet been 
finally determined. 

14. Q. May a local development corporation, organized under State law for 
the purpose of loaning funds and construction of buildings to encourage and assist 
local business and industry, borrow funds from SBA under section 301 (a)? 

A. Local development companies can borrow only under section 502 of the act. 

15. Q. With respect to the requirement that small-business concerns purchase 
stock in the small-business investment company, will SBA countenance the im- 
position by the small-business investment company of a repurchase agreement 
covering such stock exercisable by the small-business investment company at its 
option? 

: Yes; under some circumstances, (See sec. 107.304—1 (h).) 

16. Q. What is purpose and what is achieved by making small business pur- 
chase stock in small-business investment? 

A. It is considered to be a means of eventually replacing Federal funds with 
private funds. 

17. Q. What will be the inducement of the ordinary citizen to invest in stock 
of small-business investment companies? How can they hope to gain from an 
economic standpoint? 

A. We, of course, cannot speak for the ‘‘ordinary citizen’’ whose investment 
decisions will no doubt be based on economic grounds. 

18. Q. Is it your intention to have each small-business investment company 
submit to you each application, from each borrower, for your approval prior to 
granting a loan. 

A. No. (See sec. 107.304-1 (i). 

19. Q. How can operator detail debt and capitalization on form 414 without 
having offered the proposed securities to various persons for their approval and 
thereby probably violated the Securities Act of 1933? 

A. SEC has primary responsibility for matters of this type. 

20. Q. Can a licensee invest excess funds in FHA or VA insured mortgage 
loans or long-term Government bonds? 

A. Excess funds may be invested only in direct obligations of, or obligations 
—a as to principal and interest by, the United States Government. 

21. Q. Should the small-business investment company undertake to limit 
salaries to be paid by the companies it finances in order to protect its interest? 

A. This will be a matter of negotiation between the investment company and 
the small business, which negotiations will be conducted within the limits outlined 
in the proposal. 

22. Q. Do you see any constructive role that a very large manufacturing 
company can play in the small-business investment program? 

A. They might submit a proposal to form an investment company to bolster 
or assist the finances of their distributors, dealers, or suppliers. 

23. Q. You mentioned that you believe that an investment in a small-business 
investment company has advantages for the wealthy investor. Would you please 
detail these advantages? 

We operate as a venture capital investment company, dealing as principals 
only. We are trying to evaluate the small-business investment companies as an 
investment both for the straight profit-making operation and for those small- 
business investment companies operating pro bono publico. 
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F On the basis of our analysis to date, we regard the basic illiquidity and difficulty 
in realizing capital gains as overriding considerations against an investment in a 
smail-business investment company. 

A. This is a decision which the wealthy investor will have to make for himself, 
bearing in mind the provisions of the Technical Amendments Act of 1958. 

24. Q. How long a time can small-business investment company keep its earn- 
ings without reinvestment or investment in Government securities? Can a small- 
business investment company have a pension or profit-sharing plan? 

A. It would not seem to be good management to retain earnings in an invest- 
ment company for any length of time without reinvesting them so as to secure 
some return on the funds. Moreover, any applicable provisions of the Internal 
Revenue Code with relation to the accumulation of earnings should be considered. 

25. Q. Under section 107.301-2 of the regulations, it appears that operation 
by a small-business investment company in more than one State is contemplated. 
In section 107.103-1, ‘Definition,’ a new paragraph has been inserted which 
reads in a way that would raise doubt as to the right of a small-business investment 
company to operate and have offices in more than one State. Is it the intent of 
the regulations to restrict the operations of any one small-business investment 
company to one State? 

A. It is not the intention to restrict operations to one State. The operating 
territory of a licensee should be set forth in its proposal for the approval of SBA 
No branch offices or agencies may be established within the operating territory, 
except with prior approval of SBA. 

26. Q. What is the minimum (as to years) maturity of a loan which the small- 
business investment company can make to a small business? 

A. 5 years. 

27. Q. May these loans be made to amortize monthly? 

A. Yes. This will be a matter of negotiation between the investment company 
and the small business. 

28. Q. What is the maximum period (as to years) of loans that can be made to 
a borrower by a small-business investment company? 

A. 20 years. 


29. Q. May the licensee charge discounted interest rates to the borrower, just 
as lending institutions presently do? 


A. The range of interest rates must be set forth in the proposal tor the approval 
of SBA. 
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